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Executive  Summary 


Executive  Summary 


In  this  report  for  fiscal  year  1992,  the  Prospective 
Payment  Assessment  Commission  (ProPAC)  pres- 
ents its  framework  for  assessing  potential  refine- 
ments to  Medicare  payment  policies.  The 
Commission  also  presents  10  recommendations  and 
addresses  several  additional  concerns.  This  report 
reflects  the  analysis  and  collective  judgment  of 
ProPAC 's  Commissioners  about  issues  of  substan- 
tial importance  to  beneficiaries,  hospitals,  other 
providers,  and  the  Medicare  program.  The  report 
and  recommendations  are  made  directly  to  Con- 
gress, although  the  Secretary  of  the  Department  of 
Health  and  Human  Services  is  required  to  respond 
to  them. 

ProPAC 's  responsibilities  have  expanded  over 
time  to  include  analyzing  and  developing  prospec- 
tive payment  policies  for  all  facility  services  fur- 
nished to  Medicare  beneficiaries.  The  Congress 
has  also  asked  ProPAC  to  examine  and  report  on 
broader  issues  regarding  the  effectiveness  and  qual- 
ity of  health  care  delivery  in  the  United  States. 
However,  the  Commission  will  continue  to  devote 
substantial  effort  to  updating  and  improving  poli- 
cies for  paying  hospitals  under  the  prospective 
payment  system  (PPS)  and  policies  for  paying 
hospitals  excluded  from  PPS. 

MEDICARE  PROSPECTIVE  PAYMENT: 
ASSESSING  POTENTIAL  REFINEMENTS 

The  first  seven  years  of  PPS  have  seen  dramatic 
changes  in  the  rate  of  increase  in  Medicare  pay- 
ments and  in  hospital  performance.  PPS  uses  pro- 
spectively determined  rates  based  on  average  costs 
per  case  to  create  incentives  for  hospitals  to  control 
costs.  An  annual  update  is  used  to  increase  the 
rates  and  to  provide  some  control  over  the  level  of 
Medicare  payments.  The  components  of  PPS  are 
intended  to  distribute  these  payments  equitably. 
Over  time,  refinements  to  the  structure  of  PPS 
have  substantially  affected  the  level  and  distribu- 
tion of  payments.  However,  some  of  these  refine- 
ments and  their  interactions  may  also  have  altered 
the  incentives  of  PPS . 

ProPAC  has  been  evaluating  the  factors  that 
determine  Medicare  payments  and  their  effects  on 


hospitals'  financial  condition  since  the  beginning 
of  PPS .  Both  Medicare  inpatient  hospital  payments 
and  total  Medicare  payments  have  grown  at  a 
slower  rate  under  PPS  than  before.  At  the  same 
time,  growth  in  hospital  costs  has  moderated,  but 
not  as  much  as  expected. 

Hospital  costs  continue  to  grow  faster  than  Medi- 
care payments.  By  fiscal  year  1988,  both  PPS 
margins  and  total  margins  had  declined  to  their 
lowest  levels  since  PPS  began.  However,  total  mar- 
gins remain  comparable  to  what  they  were  before 
PPS.  Differences  among  hospitals  in  both  PPS  and 
total  margins  have  widened,  and  many  hospitals 
face  greater  financial  risk  than  before  PPS .  If  these 
trends  continue,  access  to  care  and  the  quality  of 
that  care  could  be  adversely  affected  for  some 
Medicare  beneficiaries.  In  addition,  attempts  to 
generate  revenue  from  other  sources  may  increase 
costs  to  private  third-party  payers,  employers,  and 
patients. 

In  a  sense,  the  effects  of  PPS's  incentives  are 
now  becoming  evident.  As  more  hospitals'  PPS 
margins  fall  below  zero,  they  will  feel  more  pres- 
sure to  change  their  behavior  than  they  did  when 
PPS  payments  exceeded  costs.  Conclusions  about 
the  effect  of  PPS  on  hospitals'  financial  behavior 
may  be  made  more  confidently  when  this  informa- 
tion is  available. 

Changes  have  been  made  or  are  being  consid- 
ered in  almost  all  of  the  major  components  of  PPS. 
Some  of  these  improvements  have  been  attempts  to 
fine-tune  components  of  PPS  that  were  part  of  the 
system  from  the  beginning.  Others  have  been  in- 
tended to  mitigate  perceived  inequities.  Taken  to- 
gether, they  have  had  a  significant  effect  on  the 
level  and  distribution  of  payments  across  hospitals. 

PPS  is  a  per-case  payment  system.  It  consists 
primarily  of  a  base  payment  rate  (the  standardized 
payment  amount)  and  several  adjustments.  An  area 
wage  index  is  used  to  reflect  geographic  differ- 
ences in  the  cost  of  labor.  Diagnosis-related  groups 
(DRGs)  are  used  to  classify  patients  by  diagnosis 
and  procedure.  Variations  in  the  cost  of  care  are 
measured  by  the  DRG  relative  weights.  Certain 
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hospital  characteristics  are  also  reflected  in  the 
payment  system.  The  indirect  medical  education 
(IME)  adjustment  is  intended  to  recognize  addi- 
tional costs  faced  by  teaching  hospitals  in  treating 
Medicare  patients.  The  disproportionate  share 
(DSH)  adjustment  is  used  to  pay  certain  hospitals 
for  the  higher  costs  they  face  in  treating  a  large 
proportion  of  poor  patients  and  the  indirect  costs 
of  operating  in  areas  accessible  to  the  poor.  Fi- 
nally, extra  payments  are  made  for  outlier  cases- 
patients  with  unusually  long  stays  or  high  costs. 

There  are  three  standardized  payment  amounts: 
one  each  for  hospitals  in  large  urban  areas  (metro- 
politan areas  with  more  than  one  million  people), 
other  urban  areas,  and  rural  areas.  Congress  has 
set  updates  so  that  the  differential  between  the 
standardized  amounts  for  hospitals  in  other  urban 
areas  and  rural  areas  will  be  eliminated  over  time. 
This  change  will  reduce  the  differential  in  pay- 
ments to  urban  and  rural  hospitals.  Urban  hospi- 
tals, however,  will  continue  to  receive  higher 
payments  because  of  higher  labor  costs,  the  treat- 
ment of  a  more  complex  mix  of  cases,  and  other 
factors. 

The  area  wage  index-one  of  the  most  important 
determinants  of  the  distribution  of  PPS  payments- 
reflects  geographic  differences  in  labor  costs.  How- 
ever, because  the  wage  index  includes  differences 
in  occupational  mix,  hospitals  in  high  wage  index 
areas  may  be  overcompensated.  ProPAC  is  thus 
recommending  that  the  area  wage  index  be  modi- 
fied to  remove  the  effects  of  differences  in  the  mix 
of  occupations  that  hospitals  employ.  An  occupa- 
tional mix  adjustment  would  likely  redistribute 
payments  from  urban  areas  to  rural  areas.  In  addi- 
tion, occupational  mix  is  related  to  other  compo- 
nents of  the  payment  system,  such  as  the  IME 
adjustment.  As  a  result,  changes  to  the  IME 
adjustment  may  be  desirable  if  changes  to  the  area 
wage  index  are  made. 

The  patients  treated  by  a  hospital  are  classified 
into  DRGs.  The  distribution  of  payments  can  be 
significantly  affected  by  changes  to  the  structure 
and  definitions  of  the  DRGs.  Minor  refinements  to 
the  DRGs  have  been  made  regularly,  and  major 
refinements  have  been  made  periodically.  Addi- 
tional refinements  are  being  considered  that  may 
affect  other  PPS  adjustments. 


The  case-mix  index  (CMI)  measures  the  relative 
costliness  of  the  mix  of  patients  across  DRGs. 
Increases  in  the  CMI  have  a  major  effect  on  the 
level  and  distribution  of  PPS  payments.  The  CMI 
may  change  over  time  because  patients  are  more 
severely  ill,  medical  practices  change,  or  hospitals 
refine  their  medical  documentation  and  coding 
practices.  The  first  two  reasons  require  more  hos- 
pital resources  for  patient  care;  the  third,  called 
upcoding,  does  not.  Although  hospitals  are  paid 
for  the  full  increase  in  the  CMI  regardless  of  the 
reason,  some  of  this  increase  has  been  a  result  of 
upcoding  that  is  not  associated  with  higher  costs. 
ProPAC  has  taken  this  into  account  in  its  update 
recommendation . 

The  IME  and  DSH  adjustments  have  a  major 
impact  on  the  level  and  distribution  of  payments. 
Both  of  these  adjustments  are  currently  set  at 
levels  higher  than  differences  in  Medicare  costs 
alone  would  support.  The  payments  made  for  both 
adjustments  are  concentrated  among  relatively  few 
hospitals.  Further,  there  is  considerable  overlap 
between  the  hospitals  that  receive  these  adjust- 
ments. Although  this  raises  concerns  about  PPS 
payment  equity,  these  concerns  are  tempered  by 
awareness  of  the  important  contributions  these  hos- 
pitals make  and  evidence  about  their  financial 
condition.  On  the  one  hand,  the  hospitals  that 
receive  these  payment  adjustments  tend  to  have 
higher  PPS  margins  than  hospitals  that  do  not 
receive  them.  On  the  other  hand,  they  also  tend  to 
have  the  lowest  total  margins.  Maintaining  pay- 
ments from  these  adjustments  at  levels  above  Medi- 
care costs  alone  reflects  a  judgment  about  the 
appropriate  balance  between  two  objectives:  com- 
pensating only  for  Medicare-allowed  costs  and  en- 
suring the  financial  stability  of  important  groups  of 
hospitals. 

Outlier  policy  also  affects  the  distribution  of 
payments.  Like  the  IME  and  DSH  adjustments, 
outlier  payments  are  concentrated  among  certain 
types  of  hospitals,  including  teaching  hospitals. 
Because  outliers  are  defined  based  on  the  DRGs, 
any  major  changes  in  the  DRGs  would  have  major 
effects  on  outlier  payment  policy. 

The  interaction  and  interdependence  of  the 
components  of  PPS  directly  affect  the  level  and  dis- 
tribution of  payments.  This  review  of  the  structure 
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of  PPS  highlights  how  each  of  the  components 
of  the  payment  system  affects  the  others.  These 
interactions  require  that  incremental  changes  in 
payment  policy  not  be  evaluated  in  isolation.  The 
Commission  believes  that  efforts  to  improve  the 
system  and  address  perceived  inequities  should  be 
evaluated  in  the  context  of  the  system  as  a  whole. 
The  recommendations  in  this  report  should  also  be 
viewed  in  this  broader  context. 

SUMMARY  OF  THE 
RECOMMENDATIONS 

In  Chapter  2,  ProPAC  presents  10  recommenda- 
tions for  updating  and  improving  Medicare  pay- 
ment policies.  The  Commission  also  comments  on 
other  issues  of  importance  to  the  Medicare  pro- 
gram that  may  require  action  in  the  near  future. 
ProPAC  believes  that  its  proposed  changes  are 
necessary  for  maintaining  access  to  high-quality 
health  care,  encouraging  hospital  productivity  and 
cost-effectiveness,  and  permitting  the  adoption  of 
innovative  and  appropriate  technological  advances. 
The  Commission  developed  its  recommendations 
by  setting  priorities,  analyzing  information,  and 
deliberating.  ProPAC  also  responds  to  the  concerns 
of  the  Congress,  the  Administration,  health  care 
providers,  third-party  payers,  beneficiaries,  and  the 
public.  The  recommendations  are  offered  to  com- 
ply with  the  Commission's  statutory  mandate  and 
to  contribute  to  an  informed  and  open  debate  about 
hospital  payment  policy  and  the  Medicare  pro- 
gram. For  fiscal  year  1992,  the  Commission  fo- 
cuses on  eight  broad  areas: 

•  Updating  PPS  payments, 

•  Rural  hospital  payment, 

•  Teaching  and  disproportionate  share  hospital 
payment, 

•  Other  adjustments  to  PPS, 

•  Capital  payment, 

•  Updating  and  adjusting  payments  to  PPS- 
excluded  hospitals  and  distinct-part  units, 

•  Hospital  outpatient  payment,  and 

•  Uncompensated  care. 


Updating  PPS  Payments-The  Commission 
recommends  fiscal  year  1992  updates  of  market 
basket  minus  1.6  percentage  points  for  hospitals  in 
urban  areas  and  market  basket  minus  0.6  percent- 
age points  for  hospitals  in  rural  areas.  Based  on 
current  Health  Care  Financing  Administration 
(HCFA)  projections,  the  updates  are  3.2  percent 
and  4.2  percent,  respectively.  The  average  update 
is  market  basket  minus  1.4  percentage  points,  or 
3.4  percent. 

The  update  factor  recommendation  combines  five 
components.  First,  the  fiscal  year  1992  HCFA 
market  basket  is  forecasted  to  increase  4.8  percent. 
Second,  0.2  percentage  points  are  added  to  better 
reflect  the  increases  in  hospital  labor  costs  that  are 
not  adequately  measured  in  HCFA's  market  basket. 
Third,  an  adjustment  of  —1.0  percentage  points  for 
errors  in  the  fiscal  year  1990  market  basket  forecast 
is  made.  Fourth,  a  0.2  percentage  point  discretion- 
ary adjustment  factor  reflects  the  Commission's 
judgment  that  the  costs  of  scientific  and  technolog- 
ical advancement  can  be  partially  funded  by  hospi- 
tal productivity  improvements.  Fifth,  a  —1.0 
percentage  point  adjustment  for  case-mix  change 
offsets  the  estimated  extra  revenues  hospitals  re- 
ceived in  fiscal  year  1991  from  case-mix  index 
increases  that  were  not  due  to  treating  sicker 
patients. 

The  Commission  supports  the  phased  elimina- 
tion of  the  differential  in  the  standardized  amounts 
of  hospitals  in  rural  areas  and  other  urban  areas. 
Therefore,  an  additional  1.0  percentage  points 
should  be  added  to  the  update  for  rural  hospitals. 

The  update  is  only  one  source  of  the  increase  in 
total  PPS  payments  to  hospitals.  Change  in  the 
case-mix  index,  which  is  estimated  to  rise  2.3 
percent  during  fiscal  year  1992,  will  also  increase 
payments.  As  a  result,  the  average  increase  in 
per-case  PPS  payments,  including  CMI  change  and 
all  of  ProPAC 's  recommendations,  is  expected  to 
be  5.7  percent  in  fiscal  year  1992. 

Finally,  the  Commission  recommends  that  the 
Secretary  collect  medical  records  data  so  that  case- 
mix  index  change  can  continue  to  be  apportioned 
into  its  real  and  upcoding  components. 

Rural  Hospital  Payment-Since  the  implemen- 
tation of  PPS,  many  changes  have  been  made  in 
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Medicare  policies  to  reflect  the  changing  patterns 
of  rural  health  care  delivery.  The  Commission 
believes  that  although  rural  and  urban  hospitals 
have  similar  overall  financial  performance,  some, 
but  not  all,  rural  hospitals  continue  to  fare  poorly 
under  PPS.  The  performance  of  many  rural  hospi- 
tals will  continue  to  improve  as  a  result  of  recent 
payment  policy  changes  directed  at  rural  hospitals. 
However,  increased  payments  have  not  often  been 
targeted  at  specific  problems  or  hospitals  that  need 
help.  The  Commission  is  especially  concerned 
about  the  impact  of  declines  in  volume  on  small  or 
isolated  rural  hospitals. 

Ongoing  analyses  and  congressionally  requested 
studies  will  be  the  foundation  for  a  report  on 
payments  to  rural  hospitals  that  the  Commission 
will  issue  in  mid- 1991.  Recommendations  made  in 
this  report  will  suggest  policy  reforms  tailored  to 
specific  problems  faced  by  groups  of  rural  hospitals. 

Teaching  and  Disproportionate  Share  Hospi- 
tal Payment-The  Commission  believes  that  the 
level  of  the  indirect  medical  education  adjustment 
should  be  reduced  from  7.7  percent  to  7.0  percent 
for  every  10  percent  increase  in  teaching  intensity. 
The  Commission  further  recommends  that  the  sav- 
ings from  this  reduction  be  returned  to  the  stan- 
dardized amounts  for  urban  and  rural  hospitals. 

Two  factors  were  balanced  when  this  recommen- 
dation was  made:  a  recognition  that  Medicare  is 
more  than  adequately  compensating  teaching  hos- 
pitals for  differences  in  Medicare  costs,  and  a 
serious  concern  for  the  continued  financial  stability 
of  major  teaching  hospitals.  Future  recommenda- 
tions on  the  IME  adjustment  will  also  consider 
these  factors. 

ProPAC  also  believes  that  it  is  important  to 
examine  the  IME  and  disproportionate  share  ad- 
justments to  find  better  ways  to  target  these  pay- 
ments to  achieve  their  objectives.  ProPAC  will 
continue  to  address  the  interaction  between  the 
DSH  and  IME  adjustments. 

Other  Adjustments  to  PPS-The  Commission 
continues  to  be  concerned  that  the  area  wage  index 
overcompensates  some  hospitals  and  undercompen- 
sates  others.  The  area  wage  index  should  be  ad- 
justed to  remove  the  effects  of  differences  in  the 


mix  of  occupations  hospitals  employ.  This  adjust- 
ment should  be  based  on  data  to  be  collected  by 
the  Secretary. 

In  addition,  a  one-time  adjustment  to  the  DRG 
recalibration  process  is  necessary  to  prevent  con- 
tinued underpayments  caused  by  coding  and  as- 
signment changes  for  patients  with  acute  myocardial 
infarction. 

Capital  Payment-Current  law  requires  the  Sec- 
retary to  implement  a  prospective  payment  system 
for  capital  beginning  in  fiscal  year  1992.  ProPAC 
has  been  considering  many  aspects  of  this  complex 
issue  and  has  put  aside  its  previous  recommenda- 
tions. The  Commission  has  not  made  a  recommen- 
dation in  this  report.  Instead,  ProPAC  will  evaluate 
and  comment  on  the  Secretary's  proposal  when  it 
is  available,  and  will  then  recommend  changes  or 
an  alternative  approach,  if  warranted. 

Updating  and  Adjusting  Payments  to  PPS- 
Excluded  Hospitals  and  Distinct-Part  Units-The 

Commission  recommends  an  average  update  of 
market  basket  minus  0.7  percentage  points.  Based 
on  current  HCFA  projections,  the  recommended 
update  is  4.2  percent.  This  update  is  determined  by 
the  4.9  percent  projected  increase  in  the  HCFA 
market  basket,  a  0.2  percentage  point  increase  to 
better  reflect  increases  in  hospital  labor  costs,  a 
-1.0  percentage  point  forecast  error  correction 
factor  for  fiscal  year  1990,  and  a  0.1  percentage 
point  scientific  and  technological  advancement  al- 
lowance. No  specific  adjustment  is  made  for  sav- 
ings from  productivity  improvements  because  the 
Medicare  program  already  shares  in  these  savings 
under  the  TEFRA  payment  system  used  for  these 
providers. 

ProPAC  also  recommends  that  higher  updates  be 
given  to  PPS-excluded  providers  that  entered  the 
program  before  fiscal  year  1989.  The  updates 
should  depend  on  the  base  year  used  to  calculate 
each  provider's  target  rate.  The  amount  of  the 
updates  should  reflect  differences  between  the  ac- 
tual updates  these  providers  received  in  each  year 
and  the  actual  market  basket  for  those  years. 

Hospital  Outpatient  Payment-As  required  by 
Congress,  the  Commission  issued  a  report  on  out- 
patient payment  reform  in  July  1990.  That  report 
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provided  background  on  hospital  outpatient  ser- 
vices and  discussed  the  factors  the  Commission 
will  consider  in  evaluating  future  payment  reforms. 
Another  report,  due  in  March  1992,  will  present 
specific  recommendations. 

Four  recommendations  are  being  made  in  this 
report  as  a  result  of  the  Commission's  ongoing 
activities.  First,  the  Commission  believes  that  pro- 
spective payment  for  outpatient  facility  services 
should  be  implemented.  Initially,  these  reforms 
will  focus  on  hospitals,  but  ultimately  they  should 
address  both  hospital  and  non-hospital  providers. 
Second,  payment  reforms  should  be  consistent  with 
physician  payment  reform  and  should  not  inappro- 
priately favor  one  site  of  care  over  another.  The 
same  payment  method  should  be  used  for  all  pro- 
viders, although  payment  rates  should  be  adjusted 
to  reflect  justifiable  cost  differences.  Third,  a 
method  for  periodically  collecting  cost  data  from 
non-hospital  providers  is  recommended.  This 
method  should  not,  and  need  not,  be  unnecessarily 
burdensome.  Further,  uniform  coding  and  billing 
requirements  should  be  required  of  all  providers  of 
outpatient  care.  Fourth,  outpatient  services  fur- 
nished by  hospitals  should  be  incorporated  in  the 
Medicare  physician  Volume  Performance  Standards 
(VPSs)  if  they  are  included  in  the  VPSs  when 
furnished  by  non-hospital  providers. 

Uncompensated  Care-The  Commission  be- 
lieves that  Congress  should  develop  solutions  to 
the  problem  of  the  uninsured.  The  Commission 
also  recognizes  that  hospitals  face  a  growing  finan- 
cial burden  because  many  Americans  lack  ade- 
quate health  insurance. 

Recent  work  on  uncompensated  care  by  ProPAC 
indicates  that  during  the  1980s,  uncompensated 
care  costs  rose  faster  than  inflation,  while  in- 
creases in  government  subsidies  for  these  costs 
have  not  kept  pace.  In  addition,  the  burden  of  these 
costs  is  becoming  less  concentrated  in  the  types  of 
hospitals  that  historically  have  provided  a  large 
share  of  uncompensated  care.  Uncompensated  care 
costs  as  a  proportion  of  total  costs  are  as  high  for 
rural  hospitals  as  for  urban  hospitals,  after  ac- 
counting for  state  and  local  government  subsidies. 
Finally,  it  appears  there  is  a  poor  relationship 
between  uncompensated  care  costs  and  the  distri- 
bution of  IME  and  DSH  payments.  ProPAC  intends 
to  continue  its  analysis  of  the  impact  of  payments 


from  Medicare,  Medicaid,  and  other  payers  and  of 
uncompensated  care  cost  on  hospitals'  financial 
condition. 

Four  appendixes  provide  additional  information. 
Appendix  A  includes  background  material  and 
analysis.  Appendix  B  lists  ProPAC 's  technical  re- 
ports, which  include  more  detailed  descriptions  of 
intramural  and  extramural  analyses  that  support  the 
Commission's  recommendations.  Appendix  C 
highlights  the  background  of  each  Commissioner 
and  describes  ProPAC 's  operations.  Appendix  D 
reports  changes  in  DRG  relative  weights  from  fis- 
cal year  1990  to  fiscal  year  1991. 

RECOMMENDATIONS  FOR 
FISCAL  YEAR  1992 

Updating  PPS  Payments 

Recommendation  1:  Amount  of  the 
Update  Factor  for  PPS  Hospitals 

For  fiscal  year  1992,  the  PPS  standardized  pay- 
ment amounts  should  be  updated  to  account  for  the 
following  factors: 

•  The  projected  increase  in  the  HCFA  PPS  mar- 
ket basket,  currently  estimated  at  4.8  percent; 

•  An  adjustment  of  0.2  percentage  points,  to 
reflect  the  difference  between  the  ProPAC  and 
HCFA  market  baskets; 

•  A  correction  for  substantial  error  in  the  fiscal 
year  1990  market  basket  forecast,  currently 
estimated  at  —  1.0  percentage  points; 

•  A  discretionary  adjustment  factor  of  0.2  per- 
centage points;  and 

•  A  net  —1.0  percentage  point  adjustment  for 
case-mix  change. 

Further,  an  additional  positive  adjustment  of  1 .0 
percentage  points  for  rural  hospitals  should  be 
made  to  reflect  the  second  year  of  phasing  out  the 
differential  in  the  standardized  amounts  between 
rural  and  other  urban  hospitals.  Through  differen- 
tial updates,  the  rural  standardized  amount  should 
be  increased  until  it  equals  the  other  urban  stan- 
dardized amount  in  fiscal  year  1995. 
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Recommendation  2:  Data  for  Evaluating 
Case-Mix  Index  Change 

The  Secretary  should  collect  the  data  necessary 
to  apportion  case-mix  index  change  into  its  real 
and  upcoding  components. 

Rural  Hospital  Payment 

Since  the  implementation  of  PPS,  numerous 
changes  have  been  made  in  Medicare  policies  to 
reflect  the  changing  pattern  of  rural  health  care 
delivery.  While  rural  and  urban  hospitals  currently 
exhibit  similar  overall  financial  performance,  some 
rural  hospitals  continue  to  fare  poorly  under  PPS. 
Several  improvements  in  PPS  policies  have  been 
enacted  recently,  and  it  is  too  soon  to  evaluate  their 
effects.  Other  changes,  such  as  eliminating  the 
differential  in  the  standardized  amounts,  are  being 
phased  in.  Current  PPS  policies  may  not  be  appro- 
priate for  some  rural  hospitals,  and  the  Commis- 
sion is  continuing  its  analyses  of  specific  problems 
these  hospitals  face.  A  congressionally  requested 
report,  to  be  issued  in  mid- 1991,  will  contain 
additional  findings  and  recommendations.  These 
recommendations  will  suggest  policy  reforms  more 
tailored  to  the  specific  problems  faced  by  some 
rural  hospitals. 

Teaching  and  Disproportionate  Share 
Hospital  Payment 

Recommendation  3:  The  Indirect  Medical 
Education  Adjustment 

The  Commission  recommends  that  the  indirect 
medical  education  adjustment  to  PPS  payments  be 
reduced  from  its  current  level  of  7.7  percent  to  7.0 
percent  for  fiscal  year  1992.  This  reduction  should 
be  implemented  in  a  budget-neutral  fashion,  with 
the  anticipated  decrease  in  indirect  medical  educa- 
tion payments  returned  to  all  hospitals  through 
corresponding  increases  in  the  standardized  pay- 
ment amounts. 

The  Disproportionate  Share  Adjustment 

The  Commission  believes  it  is  important  to  ex- 
amine the  structure  of  the  disproportionate  share 
adjustment  and  the  interaction  between  this  adjust- 
ment and  other  elements  of  the  health  care  financ- 
ing system,  both  within  and  beyond  the  Medicare 
program.  This  examination  will  focus  on  develop- 
ing changes  that  will  better  target  the  payments 


made  under  the  disproportionate  share  adjustment 
to  achieve  its  policy  objectives. 

Other  Adjustments  to  PPS 

Recommendation  4:  Improving  the 
Area  Wage  Index 

The  Secretary  should  collect  data  on  employee 
compensation  and  paid  hours  of  employment  for 
hospital  workers  by  occupational  category.  Once 
these  data  become  available,  the  Secretary  should 
implement  an  adjustment  in  the  area  wage  index. 
This  adjustment  would  correct  for  the  inappropriate 
inclusion  in  the  wage  index  of  geographic  differ- 
ences in  the  mix  of  occupations  employed. 

Recommendation  5:  Adjusting  Payments 
for  Acute  Myocardial  Infarction  Cases 

A  one-time  adjustment  should  be  made  in  the 
DRG  recalibration  process  used  in  calculating  re- 
vised DRG  weights  for  fiscal  year  1992.  The  ad- 
justment would  be  designed  to  prevent  continuation 
of  errors  in  payment  caused  by  changes  in  coding 
and  DRG  assignments  for  patients  with  a  diagnosis 
of  myocardial  infarction. 

Capital  Payment 

The  Commission  believes  that  Medicare  capital 
payment  policy  should  recognize  hospitals'  prior 
capital  expenditures  and  related  financing  costs, 
while  encouraging  appropriate  and  efficient  invest- 
ments. Further,  the  policy  should  be  designed  to 
limit  increases  in  aggregate  program  expenditures 
for  inpatient  hospital  care.  ProPAC  will  evaluate 
and  comment  on  the  forthcoming  capital  payment 
proposal  from  the  Secretary  of  Health  and  Human 
Services.  It  will  recommend  modifications  to  the 
proposal,  as  appropriate,  or  an  alternative  payment 
approach,  if  warranted. 

Updating  and  Adjusting  Payments  to  PPS- 
Excluded  Hospitals  and  Distinct-Part  Units 

Recommendation  6:  Amount  of  the  Update 
Factor  for  PPS-Excluded  Hospitals  and 
Distinct-Part  Units 

For  fiscal  year  1992,  the  target  rate  of  increase 
for  PPS-excluded  hospitals  and  distinct-part  units 
should  be  updated  to  account  for  the  following 
factors: 
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•  The  projected  increase  in  the  HCFA  PPS- 
excluded  market  basket,  currently  estimated  at 
4.9  percent; 

•  An  adjustment  to  the  market  basket  of  0.2 
percentage  points,  to  reflect  the  difference 
between  the  ProPAC  and  HCFA  market  baskets; 

•  A  correction  for  substantial  error  in  the  fiscal 
year  1990  market  basket  forecast,  currently 
estimated  at  —  1.0  percentage  points;  and 

•  An  allowance  for  scientific  and  technological 
advancement  of  0.1  percentage  points. 

In  addition,  a  positive  allowance  should  be  given 
to  TEFRA  providers  that  entered  the  program  be- 
fore fiscal  year  1989,  depending  on  the  base  year 
used  to  calculate  their  target  rates.  This  allowance 
reflects  the  difference  between  the  actual  updates 
given  in  earlier  years  and  the  market  basket  for  that 
year. 

Hospital  Outpatient  Payment 
Recommendation  7:  Outpatient  Payment  Reform 

The  Commission  believes  that  a  prospective  pay- 
ment system  for  outpatient  services  should  be 
developed.  Outpatient  facility  payment  reform 
should  ultimately  include  all  providers  of  outpatient 
services  (such  as  hospitals,  physicians'  offices,  and 
free-standing  ambulatory  surgery  centers).  As 
required  by  Congress,  however,  the  Commission 
recognizes  that  outpatient  payment  reform  will  fo- 
cus initially  on  the  hospital  outpatient  setting. 

Recommendation  8:  Outpatient  Facility 
and  Physician  Payment  Reform 

Outpatient  payment  reform  for  facility  services 
should  have  incentives  that  are  consistent  with 
physician  payment  reform.  Medicare  financial  in- 
centives should  not  lead  physicians  or  beneficiaries 
to  inappropriately  select  one  site  of  care  over 
another. 


Recommendation  9:  Data  Collection  and 
Coding  Requirements 

Uniform  coding  and  billing  requirements  should 
be  implemented  for  all  providers  of  outpatient 
care.  These  requirements  should  apply  to  the  hos- 
pital outpatient  setting,  physicians'  offices,  and 
free-standing  ambulatory  care  providers.  In  addi- 
tion, a  mechanism  for  periodic  collection  of 
procedure-specific  cost  data  in  free-standing  set- 
tings (including  physicians'  offices  and  ambulatory 
surgery  centers)  should  be  implemented. 

Recommendation  10:  Medicare  Volume 
Performance  Standards 

Services  provided  in  the  hospital  outpatient 
setting  should  be  included  in  the  Medicare 
physician  Volume  Performance  Standards 
(VPSs).  Certain  services  (such  as  laboratory  tests 
and  therapy  services)  are  currently  included  in  the 
VPSs  when  provided  in  free-standing  settings. 
Other  services  (including  ambulatory  surgery  and 
durable  medical  equipment)  are  excluded.  The 
Commission  believes  that  hospital-provided  ser- 
vices should  also  be  incorporated  in  the  VPSs  to 
the  extent  that  these  services  are  included  when 
provided  in  other  settings. 

Uncompensated  Care 

Many  Americans  lack  health  insurance  or  other 
means  to  cover  the  cost  of  medical  care  furnished 
by  hospitals,  physicians  and  other  providers. 
ProPAC  is  concerned  about  the  effects  of  this 
problem,  including  the  increasing  financial  burden 
faced  by  hospitals  that  treat  the  uninsured.  The 
amount  of  uncompensated  care  hospitals  provide 
has  increased  during  the  1980s,  and  the  number 
and  variety  of  hospitals  affected  significantly  by 
the  cost  of  unpaid  care  have  grown.  The  Commis- 
sion believes  that  Congress  should  continue  to 
consider  methods  to  reduce  the  size  of  the  unin- 
sured population.  Congress  should  also  consider 
methods  to  assist  hospitals  directly  with  the  un- 
compensated care  problem. 


Chapter  1 

Medicare  Prospective  Payment: 
Assessing  Potential  Refinements 


Chapter  1 

Medicare  Prospective  Payment: 
Assessing  Potential  Refinements 


Medicare's  prospective  payment  system  (PPS)  is 
in  its  eighth  year.  When  it  was  implemented  in 
1983,  PPS  represented  a  dramatic  change  in  the 
way  that  hospitals  were  paid  under  Medicare. 
Rather  than  reimbursing  each  hospital  for  actual 
costs  incurred,  as  was  the  case  during  Medicare's 
first  16  years,  a  prospectively  set  payment  is  now 
made  for  a  specified  product-the  hospital  dis- 
charge. This  change  was  intended  to  provide  incen- 
tives for  hospitals  to  operate  more  efficiently, 
thereby  controlling  the  cost  of  treating  their  pa- 
tients and  reducing  the  growth  rate  of  Medicare 
expenditures. 

PPS  has  had  a  major  effect  on  hospital  payments 
in  two  ways.  First,  because  the  level  of  per-case 
payments  is  set  through  the  annual  process  of 
updating  the  payment  rates,  Medicare  has  a  degree 
of  control  over  total  Medicare  inpatient  hospital 
spending.  Second,  the  payment  to  each  hospital  for 
each  case  is  based  on  the  average  cost  of  treating 
that  type  of  case  at  that  type  of  hospital,  rather 
than  each  hospital's  actual  costs.  This  significantly 
affects  the  distribution  of  Medicare  payments 
across  hospitals  and  geographic  areas. 

Since  the  beginning  of  PPS,  the  Prospective 
Payment  Assessment  Commission  (ProPAC)  has 
examined  and  evaluated  factors  that  determine 
Medicare  payment.  Each  year,  the  Commission 
recommends  updates  to  the  PPS  rates,  as  well  as 
changes  in  policies  that  affect  the  distribution  of 
payments.  The  annual  update  recommendation  is 
intended  to  recognize  the  impact  on  hospitals' 
costs  of  factors  that  are  beyond  their  control,  while 
maintaining  financial  incentives  for  productivity 
growth  in  the  industry.  Other  policy  recommenda- 
tions are  designed  to  improve  payment  equity  by 
adjusting  for  external  factors  that  contribute  to 
variations  in  costs  among  hospitals. 

In  its  March  1990  report,  the  Commission  de- 
scribed the  overall  design  of  PPS,  its  goals,  and  the 


incentives  that  it  provides.  In  this  year's  report, 
evidence  is  presented  of  the  changes  in  Medicare 
spending  and  hospital  costs  that  coincided  with  the 
implementation  of  PPS.  The  impact  of  recent  PPS 
policy  changes  on  the  distribution  of  hospital  pay- 
ments and  financial  status  is  also  examined.  These 
effects  are  then  related  to  the  structure  of  the 
payment  system,  highlighting  some  recent  refine- 
ments and  others  that  are  under  consideration.  The 
focus  is  on  the  effects  of  potential  changes  in  PPS 
payment  policy  and  how  they  may  interact. 

The  discussion  in  this  chapter  provides  a  context 
for  consideration  of  the  Commission's  recommen- 
dations on  changes  to  PPS  for  fiscal  year  1992.  It 
is  important  to  recognize  the  interactions  between 
the  various  components  of  the  payment  system, 
both  in  assessing  the  impact  of  PPS  and  in  evaluat- 
ing changes  that  may  be  proposed  in  the  near 
future.  This  approach  also  applies  to  the  evaluation 
of  options  for  prospective  payment  in  other  institu- 
tional settings,  as  the  Commission  proceeds  to 
address  a  broader  mandate. 

IMPACT  ON  MEDICARE  SPENDING 
AND  HOSPITAL  COSTS 

The  growth  of  aggregate  Medicare  inpatient  hos- 
pital payments  slowed  dramatically  with  the  imple- 
mentation of  PPS.  When  PPS  began,  the  rate  of 
increase  in  Medicare  inpatient  payments  had  been 
in  double-digits  for  10  consecutive  years.  During 
the  six  years  before  prospective  payment,  these 
payments  grew  at  an  annual  rate  of  17  percent  (see 
Table  1-1).  Over  the  first  six  years  of  PPS,  the 
annual  growth  rate  fell  to  6.1  percent. 

Total  Medicare  payments  also  increased  more 
slowly  than  before,  despite  the  continued  rapid 
growth  of  other  Medicare  Part  A  payments  and 
Medicare  Part  B  payments.1  In  the  six  years  prior 
to  PPS  implementation,  total  Medicare  payments 
increased  at  an  annual  rate  of  17.8  percent.  For  the 
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Table  1-1.  Estimated  Benefit  Payments,  by  Type  of  Service 


Part  A 


Inpatient  Hospital 

Other  Services3 

Part  B  Totalb 

Total  Medicare 

Payments 

Percent 

Payments 

Percent 

Payments 

Percent 

Payments 

Percent 

Fiscal  Year 

(In  Billions) 

Change 

(In  Billions) 

Change 

(In  Billions) 

Change 

(In  Billions) 

Change 

1977 

$14,429 

$  746 

&  6  1  33 

f;?i  3Dft 

1978 

16,719 

1 5.9% 

830 

1 1 .3% 

7,254 

18.3% 

24,803 

16.4% 

1979 

19,176 

14.7 

956 

15.2 

8,613 

18.7 

28,745 

15.9 

1980 

23,129 

20.6 

1,139 

19.1 

10,467 

21.5 

34,735 

20.8 

1981 

27,706 

19.8 

1,434 

25.9 

12,555 

19.9 

41,695 

20.0 

1982 

32,554 

17.5 

1,970 

37.4 

14,809 

18.0 

49,333 

18.3 

1983 

36,950 

13.5 

2,422 

22.9 

17,670 

19.3 

57,042 

15.6 

1984 

40,385 

9.3 

2,788 

15.1 

19,882 

12.5 

63,055 

10.5 

1985 

43,618 

8.0 

3,027 

8.6 

21,985 

10.6 

68,630 

8.8 

1986 

45,280 

3-8 

3,166 

4.6 

25,499 

16.0 

73,945 

7.7 

1987 

46,579 

2.9 

3,300 

4.2 

29,693 

16.4 

79,572 

7.6 

1988 

49,570 

6  4 

3,789 

14.8 

33,725 

13.6 

87,084 

9.4 

1989 

52,642 

6.2 

6,217c 

64.1c 

37,745 

11.9 

96,604 

10.9 

Annual  rate 

of  change: 

1977-1983 

17.0 

21.7 

19.3 

17.8 

1983-1989 

6.1 

17.0 

13.5 

9.2 

Note:  Payments  reported  in  this  table  are  incurred  expenditures,  rather  than  outlays. 


a  Includes  skilled  nursing,  home  health,  end-stage  renal  disease,  and  hospice  benefits, 
k  Includes  outpatient  hospital,  physician,  independent  lab,  and  other  benefits. 

c  Part  A  other  services  payments  for  fiscal  year  1989  include  payments  for  services  added  by  the  Medicare  Catastrophic  Coverage  Act  of  1988. 
SOURCE:  Health  Care  Financing  Administration,  Office  of  the  Actuary. 


first  six  years  after  PPS  took  effect,  this  rate 
dropped  to  9.2  percent. 

The  rate  of  increase  in  overall  hospital  costs  per 
case  also  slowed  temporarily  with  the  implementa- 
tion of  PPS.  In  1983,  total  expense  per  adjusted 
admission  at  community  hospitals  rose  by  10.2 
percent.2  For  the  tenth  consecutive  year,  hospital 
costs  had  grown  at  double-digit  rates.  In  1984,  the 
increase  in  expenses  per  adjusted  admission  fell  to 
7.5  percent.  This  rate  has  subsquently  stayed  at 
around  10  percent.  The  general  rate  of  inflation, 
however,  is  lower  than  it  was  immediately  prior  to 
PPS.  As  a  result,  hospital  costs  have  continued  to 
increase  faster  than  the  prices  of  the  resources 
hospitals  use  in  providing  inpatient  care. 

Health  policy  makers  continue  to  be  concerned 
about  the  rate  of  increase  in  hospital  costs.  With 
costs  rising  faster  than  Medicare  payments,  deteri- 
oration in  hospital  financial  status  may  threaten 
Medicare  enrollees'  access  to  inpatient  care  and 
the  quality  of  that  care.  In  addition,  the  resulting 


pressure  on  hospitals  to  produce  more  revenue 
from  other  sources  may  have  adverse  consequences 
for  other  third-party  payers  and  their  enrollees. 

CHANGES  IN  PPS 

The  structure  of  PPS  was  intended  to  incorpo- 
rate incentives  for  hospitals  to  increase  efficiency 
while  maintaining  access  and  quality  of  care.  Al- 
though much  of  the  basic  structure  of  PPS  has 
been  retained,  a  number  of  changes  have  been 
made  since  the  system  was  implemented.  These 
changes  have  substantially  affected  the  level  and 
distribution  of  payments.  While  they  generally  have 
been  intended  to  mitigate  perceived  inequities  in 
the  existing  structure  of  PPS,  some  of  these 
changes  have  also  altered  the  incentives  that  were 
provided  by  the  system  as  it  originally  was 
designed. 

PPS  Payment  Policy  Changes 

In  its  June  1990  report,  Medicare  Prospective 
Payment  and  the  American  Health  Care  System, 
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Table  1-2.  Effects  of  PPS  Payment  Policy  Changes  on  Per-Case  PPS  Payment 
Rates,  1984-1990 


Hospital  Group 

Effect  of  Payment 
Policy  Changes 

Effect  of  Case-Mix 
Index  Increases* 

Total  Effect 

All  hospitals 

18.3% 

19.7% 

41.6% 

Urban 

16.5 

20.3 

40.1 

Rural 

29.2 

15.1 

48.6 

Major  teaching 

17.1 

20.4 

41.0 

Other  teaching 

14.4 

20.2 

37.5 

Non-teaching 

21.6 

18.2 

43.8 

Disproportionate  share: 

Large  urban 

15.8 

19.2 

38.0 

Other  urban 

23.9 

21.1 

50.0 

Rural 

36.1 

15.5 

57.2 

Non-disproportionate  share 

16.8 

19.2 

39.2 

Note:    Figures  are  not  actual  changes  in  PPS  payments.  They  are  meant  to  isolate  the  effects  of  changes  in  PPS  payment  policy  on  PPS 
payment  rates,  holding  all  other  factors  constant.  Hospitals  in  Maryland  and  New  Jersey  are  excluded;  hospitals  in  New  York  and 
Massachusetts  are  included  beginning  in  fiscal  year  1986. 

*  The  effect  of  case  mix  change  in  1990  for  each  hospital  group  is  based  on  the  overall  estimated  change  for  that  year. 

SOURCE:     ProPAC  estimates  based  on  ProPAC  PPS  payment  model  and  annual  MedPAR  data  from  the  Health  Care  Financing 
Administration. 


ProPAC  examined  the  cumulative  effects  of  the 
payment  policy  changes  adopted  from  the  inception 
of  PPS  through  fiscal  year  1990. 3  These  changes 
include  reductions  in  the  indirect  medical  educa- 
tion (IME)  adjustment  for  teaching  hospitals.  In 
fiscal  year  1986,  an  adjustment  was  added  for 
hospitals  that  treat  a  disproportionate  share  of 
indigent  patients,  and  the  size  of  this  dispropor- 
tionate share  (DSH)  adjustment  has  since  been 
increased  considerably. 

Beginning  in  fiscal  year  1988,  payment  amounts 
for  hospitals  in  large  urban  areas,  other  urban 
areas,  and  rural  areas  have  been  updated  at  differ- 
ent rates.4  Changes  have  also  been  made  in  the 
PPS  wage  index;  the  patient  categories  (diagnosis- 
related  groups,  or  DRGs)  used  to  group  cases  for 
payment  purposes;  and  the  method  of  calculating 
the  DRG  relative  weights.  The  rules  for  paying 
hospitals  for  cases  with  exceptionally  long  stays  or 
high  costs  (outlier  cases)  have  also  been  changed, 
as  has  the  method  of  financing  outlier  payments.5 

The  PPS  update  factor  and  other  payment  policy 
changes  made  between  fiscal  years  1984  and  1990 
increased  per-case  PPS  payment  rates  by  a  cumula- 
tive 18.3  percent  (see  Table  1-2).  This  number 
reflects  only  the  effects  of  payment  policy  changes. 


It  does  not  reflect  other  changes  that  may  affect  the 
level  of  payments,  including  changes  in  the  mix  of 
patients  across  DRGs  (see  the  discussion  of  this 
issue  below). 

Policy  changes  have  had  a  considerable  effect  on 
the  distribution  of  PPS  payment  rates.  Rural  hospi- 
tals have  benefited  from  these  changes,  with  a 
cumulative  increase  in  their  payment  rates  of  29.2 
percent-almost  twice  that  for  urban  hospitals.  Be- 
cause of  a  substantial  decrease  in  the  IME  adjust- 
ment, policy  changes  have  not  increased  payment 
rates  for  teaching  hospitals  as  much  as  for  non- 
teaching  hospitals.  Disproportionate  share  hospitals 
in  other  urban  and  rural  areas  have  experienced 
large  increases  in  their  payment  rates,  primarily 
due  to  changes  in  the  DSH  adjustment  enacted  in 
the  Omnibus  Budget  Reconciliation  Act  (OBRA) 
of  1989. 

The  Commission  has  also  noted  that,  despite  the 
intensity  of  the  debate  over  the  PPS  update  factor 
and  other  payment  policy  changes,  the  most  impor- 
tant influence  on  the  overall  level  of  PPS  payments 
has  been  the  increase  in  the  Medicare  case-mix 
index  (CMI).  The  CMI  measures  the  mix  of  cases 
across  DRGs.  Any  increase  in  the  CMI  results  in 
an  equal  percentage  increase  in  PPS  payments. 
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ProPAC's  estimate  of  the  cumulative  change  in 
the  CMI  between  fiscal  years  1984  and  1990  is 
19.7  percent.6  This  indicates  that  CMI  changes 
have  increased  PPS  payments  by  more  than  the 
PPS  rate  updates  and  other  PPS  policy  changes 
combined.  However,  because  payment  increases 
due  to  CMI  change  have  been  considered  in  deter- 
mining the  annual  PPS  update  factors,  there  is 
some  relationship  between  the  two  effects. 

Changes  in  the  CMI  have  also  affected  the 
distribution  of  PPS  payments,  in  some  instances 
offsetting  the  intended  effects  of  policy  decisions. 
For  example,  CMI  change  has  mitigated  the 
effectiveness  of  payment  rule  changes  aimed  at  nar- 
rowing the  gap  between  payments  to  urban  and 
rural  hospitals. 

Hospital  Financial  Status 

The  PPS  margin  compares  the  PPS  payments 
(exclusive  of  passthroughs)  that  hospitals  receive 


with  their  Medicare  operating  costs.  The  aggregate 
PPS  margin  for  all  hospitals  exceeded  14  percent 
in  each  of  the  first  two  years  of  PPS  (see  Figure 
1-1).  This  reflects  the  large  increases  in  PPS  pay- 
ments per  discharge  in  those  years  while,  at  least  in 
the  first  year,  hospitals  were  generally  successful  in 
holding  down  the  increase  in  operating  costs.  Since 
the  first  two  years,  however,  the  continued  growth 
in  costs,  combined  with  much  smaller  increases  in 
payments,  has  resulted  in  a  sharp  decline  in  PPS 
margins.  By  the  fifth  year,  the  aggregate  PPS 
margin  was  2.6  percent.  For  the  seventh  year, 
ProPAC  has  estimated  an  aggregate  PPS  margin  of 
-2.5  percent. 

As  the  overall  level  of  PPS  margins  falls,  the 
distribution  of  these  margins  becomes  increasingly 
important.  In  the  first  year,  for  instance,  when  PPS 
margins  were  generally  high,  there  was  less  con- 
cern about  hospitals  with  relatively  low  PPS  mar- 
gins. There  were  few  hospitals  for  which  PPS 


Figure  1  -1 .    PPS  and  Total  Margins  in  the  First  Five  Years  of  PPS 


Margin  g 
(In  Percent) 


PPS  1 

■  PPS  margin    : :  Total  margin 

SOURCE:  Medicare  Cost  Report  data  from  the  Health  Care  Financing  Administration. 


PPS  5 
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payments  did  not  cover  operating  costs.  By  the 
fifth  year,  however,  a  majority  of  hospitals  had 
negative  PPS  margins.  By  the  seventh  year,  a  PPS 
margin  only  slightly  below  average  may  have  meant 
serious  financial  difficulty  for  the  hospital. 

The  total  margin  is  a  primary  indicator  of  the 
hospital's  overall  financial  status.  It  compares  hos- 
pital revenues  and  expenses  for  all  inpatient  and 
outpatient  care  and  for  non-patient  care  activities. 
Patient  care  includes  not  only  the  treatment  of 
Medicare  and  Medicaid  patients,  but  also  the  treat- 
ment of  patients  covered  by  private  insurance  and 
those  who  are  uninsured.  Non-patient  care  in- 
cludes all  other  hospital  activities,  such  as  gift 
shops  and  parking  lots. 

As  was  the  case  for  the  PPS  margin,  the  aggre- 
gate total  margin  for  all  hospitals  declined  over  the 
first  five  years  of  PPS.  This  decrease,  however, 
was  not  nearly  as  steep  as  that  in  the  PPS  margin. 
The  total  margin,  which  was  7.6  percent  in  the 
first  PPS  year,  had  fallen  to  3.8  percent  by  the  fifth 
year-a  decrease  of  50  percent.  However,  the  de- 
cline in  the  PPS  margin  over  the  same  period  was 
82  percent.  In  the  fifth  year,  the  total  margin 
exceeded  the  PPS  margin  for  the  first  time  since 
PPS  began. 

More  recent  data  from  the  American  Hospital 
Association  (AHA)  indicate  that  the  decline  in 
total  margins  has  leveled  off.  Total  margins  remain 
comparable  to  what  they  were  immediately  before 
PPS.  According  to  the  AHA's  National  Hospital 
Panel  Survey,  the  average  total  margin  for  1989  was 
5.0  percent.  This  compares  with  4.8  percent  in 
1988,  5.1  percent  in  1983,  and  4.6  percent  in 
1980.7 

In  fact,  the  total  margin  is  currently  considerably 
higher  than  it  was  at  any  time  during  the  1970s. 
However,  as  with  PPS  margins,  the  dispersion 
between  the  highest  and  lowest  total  margins  has 
become  wider  over  time,  indicating  that  hospitals 
may  face  greater  financial  risk  now  than  they  did 
before  PPS. 

The  much  steeper  decline  in  PPS  margins  than 
in  total  margins  over  the  first  five  years  of  PPS 
indicates  that  other  sources  of  revenue  have  been 
more  stable  than  Medicare  over  this  period.  How- 
ever, the  relatively  low  recent  annual  updates  in  the 
PPS  payment  rates  have  reflected,  in  part,  the 


response  of  policy  makers  to  the  initially  very  high 
PPS  margins. 

In  a  sense,  the  effects  of  PPS  payment  policy 
are  just  now  becoming  evident.  Several  studies 
have  found  that  hospitals  that  face  more  financial 
pressure  under  PPS  have  experienced  slower  growth 
in  operating  costs.8  If  these  findings  can  be 
applied  to  the  current  situation,  there  may  be 
increasing  evidence  of  hospitals'  responses  to  PPS 
incentives  as  more  PPS  margins  fall  below  zero. 
On  the  other  hand,  hospitals  with  high  total  mar- 
gins may  be  able  to  avoid  the  pressure  to  constrain 
costs.  In  any  event,  conclusions  about  the  effec- 
tiveness of  PPS  incentives  may  be  premature  until 
more  data  on  hospitals'  current  behavior  become 
available. 

COMPONENTS  OF  PPS  PAYMENT 

The  structure  of  PPS  determines  the  distribution 
of  payments.  It  thus  is  key  to  analyzing  the  incen- 
tives that  the  system  provides  and  the  behavioral 
effects  produced  by  these  incentives.  Therefore, 
the  components  of  PPS  should  be  reviewed  regu- 
larly to  identify  any  changes  that  may  be  necessary 
to  meet  the  system's  objectives. 

PPS  consists  primarily  of  a  base  payment  rate 
(the  standardized  payment  amount)  and  a  number 
of  adjustments.  These  adjustments  are  generally 
intended  to  account  for  factors  that  affect  the  cost 
of  treating  Medicare  patients  but  are  regarded  as 
being  beyond  the  control  of  the  individual  hospital. 

As  discussed  above,  a  number  of  changes  have 
been  made  in  the  way  that  payments  are  made 
under  PPS .  These  changes  involve  modifications  or 
additions  to  one  or  more  of  the  components  of  the 
payment  system.  A  number  of  additional  changes 
have  been  or  are  being  considered  that  would 
further  modify  the  structure  of  PPS.  The  following 
discussion  reviews  the  current  structure  of  PPS  and 
describes  some  potential  changes  to  the  system. 
This  discussion  is  intended  to  highlight  the  interde- 
pendence of  the  system's  components  and  demon- 
strate the  need  to  take  a  broad  view  in  evaluating 
potential  changes. 

Standardized  Payment  Amounts 

The  standardized  payment  amounts  are  the  base 
payment  rates  for  hospitals  under  PPS.  Initially, 
they  were  based  on  the  historical  average  costs  of 
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treating  Medicare  patients  at  hospitals  located  in 
urban  and  rural  areas,  respectively.  There  currently 
are  three  separate  standardized  payment  amounts. 

Payments  for  each  hospital  are  adjusted  for  rela- 
tive hourly  labor  costs  in  the  hospital's  area,  the 
hospital's  case  mix,  and  its  teaching  and  dispro- 
portionate share  status.  Hospital-specific  average 
costs  in  the  base  year  are,  therefore,  standardized 
for  these  factors.  The  standardization  process  thus 
indicates  the  average  urban  or  rural  cost  of  treating 
an  average  Medicare  patient  at  a  non-teaching, 
non-disproportionate  share  hospital  in  an  area  with 
average  wages  and  cost  of  living.  The  resulting 
standardized  payment  amounts  are  then  reduced  to 
reflect  anticipated  outlier  payments  for  urban  or 
rural  hospitals. 

Each  year,  the  standardized  payment  amounts 
are  updated  to  reflect  increases  in  the  cost  of 
providing  inpatient  care  to  Medicare  patients,  as 
well  as  other  considerations.  From  fiscal  years 
1988  through  1990,  hospitals  in  large  urban,  other 
urban,  and  rural  areas  received  different  updates. 
This  has  resulted  in  three  separate  standardized 
payment  amounts,  as  mentioned  above. 

In  OBRA  1989,  Congress  required  the  Secretary 
of  Health  and  Human  Services  (HHS)  to  develop  a 
legislative  proposal  for  the  implementation  of  a 
single  base  payment  rate  under  PPS.  The  Commis- 
sion, in  its  March  1990  report,  recommended  that 
the  differential  between  the  standardized  payment 
amounts  for  rural  hospitals  and  hospitals  in  other 
urban  areas  be  eliminated  over  time.  In  OBRA 
1990,  Congress  set  the  PPS  updates  so  that  the 
differential  between  the  rural  and  other  urban  stan- 
dardized payment  amounts  would  be  eliminated  by 
fiscal  year  1995. 

This  change  will  significantly  affect  the  distribu- 
tion of  PPS  payments.  In  fiscal  year  1990,  the 
standardized  payment  amount  for  rural  hospitals 
was  7  percent  lower  than  for  other  urban  hospitals. 
The  difference  in  average  PPS  payments  per  dis- 
charge, however,  was  much  greater  than  that,  due 
to  the  effect  of  other  PPS  payment  factors.  Among 
these  factors  are  the  CMI,  the  wage  index,  and  the 
IME  and  DSH  adjustments,  which  are  all  greater 
for  urban  than  for  rural  hospitals. 

The  elimination  of  the  differential  in  the  stan- 
dardized payment  amounts  raises  the  issue  of 


whether  the  PPS  adjustments  should  also  be  modi- 
fied. Additional  adjustment  may  be  required  to 
adequately  reflect  differences  in  Medicare  costs 
that  are  currently  captured  by  the  differentials 
between  the  standardized  payment  amounts  for 
large  urban,  other  urban,  and  rural  hospitals. 

Input  Prices 

Hospitals  in  different  geographic  areas  may  face 
different  prices  for  labor,  other  services,  and  sup- 
plies that  they  use  in  providing  inpatient  care.  PPS 
thus  includes  some  adjustments  for  differences  in 
input  prices.  Each  hospital's  base  payment  rate  is 
adjusted  for  the  relative  hourly  cost  of  labor  in  its 
market  area.  In  addition,  an  adjustment  is  made  for 
hospitals  in  Alaska  and  Hawaii  to  reflect  the  high 
cost  of  living  in  those  areas. 

Wage  Index-The  wage  index  has  a  considerable 
effect  on  the  distribution  of  PPS  payments.  Every 
10  percent  difference  in  the  wage  index  in  a  given 
area  results  in  a  payment  difference  of  7.14  per- 
cent for  hospitals  in  that  area.  The  fiscal  year  1991 
wage  index  ranges  from  0.3961  for  Arecibo,  Puerto 
Rico,  to  1.4677  for  San  Jose,  California-a  differ- 
ence of  almost  300  percent. 

The  large  effect  of  the  wage  index  on  the  distri- 
bution of  PPS  payments  makes  it  extremely  impor- 
tant that  the  index  accurately  reflect  current  labor 
market  conditions  faced  by  hospitals.  As  of  Janu- 
ary 1,  1991,  the  PPS  wage  index  is  based  on  data 
collected  by  the  Health  Care  Financing  Adminis- 
tration (HCFA)  on  hospital  hourly  labor  compensa- 
tion for  1988.  Previously,  the  wage  index  was 
based  on  1984  data  collected  by  HCFA.9  The 
change  from  1984  to  1988  data  resulted  in  major 
differences  in  the  wage  index  for  some  areas.  In 
OBRA  1987,  Congress  required  HCFA  to  update 
the  wage  index  for  1991  and  at  least  every  three 
years  thereafter.  In  its  March  1989  report,  the 
Commission  recommended  that  the  wage  index  be 
updated  at  least  every  other  year. 

In  its  March  1990  report,  the  Commission  rec- 
ommended that  HCFA  begin  to  collect  data  that 
would  allow  analysis  of  the  adjustment  of  the  area 
wage  index  for  differences  in  occupational  mix. 
This  type  of  adjustment  would  reduce  payments  to 
hospitals  in  areas  where  apparently  high  labor 
costs  are  actually  due  to  the  use  of  more  expensive 
types  of  labor. 
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The  use  of  more  expensive  types  of  labor  does 
not  reflect  higher  input  prices,  but  rather  the  staff- 
ing decisions  made  by  hospitals  in  each  area. 
Consequently,  hospitals  in  some  areas  are  paid  for 
decisions  that  are  primarily  affected  by  local  prac- 
tice patterns,  which  PPS  payment  is  not  intended 
to  reflect. 

Due  to  a  lack  of  nationwide  data  on  occupa- 
tional mix  differences  across  areas,  definitive 
findings  on  the  effects  of  an  occupational  mix 
adjustment  are  not  available.  However,  ProPAC  has 
conducted  analyses  of  this  issue,  using  both  a 
national  sample  of  hospital  wage  data,  and  hospital- 
specific  data  from  California  to  estimate  the  effects 
on  hospitals  in  that  state.  This  provided  the  basis 
for  the  Commission's  recommendation  on  this  is- 
sue in  Chapter  2,  and  will  be  described  in  more 
detail  in  a  technical  report  to  be  released  this 
spring. 

The  correlation  of  occupational  mix  with  other 
payment  factors  (such  as  case  mix  and  teaching 
status)  means  that  implementation  of  an  occupa- 
tional mix  adjustment  could  affect  the  appropriate 
levels  of  these  other  factors.  Teaching  hospitals, 
for  example,  tend  to  employ  a  more  skilled  mix  of 
labor.  An  occupational  mix  adjustment  would  pre- 
sumably reduce  payments  to  all  hospitals  in  areas 
with  high  concentrations  of  teaching  hospitals.  The 
EME  adjustment  could  then  be  used  to  account  for 
the  higher  labor  costs  of  teaching  hospitals,  which 
is  now  reflected  in  the  wage  index.  The  advantage 
of  this  approach  is  that  payments  could  then  be 
targeted  to  the  teaching  hospitals  that  require  a 
more  expensive  mix  of  labor,  rather  than  to  all 
hospitals  in  the  area. 

Non-Labor  Index-Currently,  the  only  adjust- 
ment for  hospital  input  prices  other  than  wages  is  a 
cost-of-living  adjustment  for  hospitals  in  Alaska 
and  Hawaii.  This  adjustment  applies  only  to  a  few 
hospitals,  and  is  not  designed  to  reflect  any  varia- 
tion in  non-labor  input  prices  across  the  country. 

ProPAC  examined  the  issue  of  adjusting  PPS 
payments  for  differences  in  the  prices  of  non-labor 
inputs  in  a  study  conducted  in  1989.  That  study 
found  that  the  information  available  at  the  time  was 
inadequate  to  determine  whether  such  an  adjust- 
ment was  needed,  although  there  were  no  indica- 
tions of  substantial  variation.  In  its  report  to 
Congress  on  this  issue,  the  Commission  concluded 


that,  given  the  lack  of  appropriate  data,  the  devel- 
opment of  such  an  index  was  infeasible  for  the 
time  being.10 

Case  Mix 

The  cost  of  inpatient  care  varies  due  to  differ- 
ences in  the  patient's  diagnosis,  the  type  of  treat- 
ment provided,  and  the  complexity  and  severity  of 
the  patient's  illness.  One  of  the  key  considerations 
in  developing  PPS  was  the  ability  to  adjust  pay- 
ment for  differences  in  the  mix  of  cases  treated  by 
the  hospital.  The  base  payment  rate,  adjusted  by 
the  wage  index  and  the  cost-of-living  adjustment, 
is  multiplied  by  the  DRG  relative  weight  for  each 
Medicare  case.  The  relative  weight  reflects  the 
expected  costliness  of  treating  cases  in  the  DRG  to 
which  each  patient  is  assigned. 

As  described  above,  the  increase  in  the  CMI- 
which  is  the  average  relative  weight  for  all  PPS 
discharges-has  been  the  largest  single  factor  in 
determining  the  rate  of  increase  in  PPS  payments 
over  time.  The  CMI  also  accounts  for  much  of  the 
difference  in  payments  between  hospital  groups. 
For  instance,  the  aggregate  CMI  for  urban  hospi- 
tals in  fiscal  year  1988  was  1.329,  compared  with 
1.140  for  rural  hospitals.  The  difference  in  the 
CMI  thus  accounted  for  a  14.2  percent  difference 
in  payments-more  than  the  difference  between  the 
urban  and  rural  standardized  payment  amounts  in 
that  year. 

The  effect  of  case  mix  on  PPS  payments  is 
determined  by  three  factors:  the  definitions  of  the 
DRGs,  coding  practices  and  their  influence  on  the 
assignment  of  cases  among  DRGs,  and  the  calcula- 
tion of  the  DRG  weights. 

DRG  Definitions-In  its  March  1990  report,  the 
Commission  urged  HCFA  to  continue  its  work  on 
the  development  and  assessment  of  improvements 
in  the  measurement  of  hospital  case  mix  and  re- 
source use.  Both  HCFA  and  ProPAC  have  been 
analyzing  potential  refinements  to  the  current 
DRGs.  These  efforts  have  resulted  in  the  addition 
of  several  new  DRGs  in  fiscal  year  1991.  Further 
refinements  to  the  DRGs,  such  as  the  incorporation 
of  more  of  the  revisions  developed  by  Yale  Univer- 
sity in  a  HCFA-funded  project,  are  being  evaluated. 

As  improvements  are  made  in  the  grouping  of 
patients  for  payment,  the  appropriate  levels  of 
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many  of  the  adjustments  now  applied  under  PPS 
are  likely  to  change.  The  IME  adjustment,  for 
instance,  is  partially  based  on  the  assumption  that 
teaching  hospitals  treat  more  severely  ill  patients 
within  any  DRG  than  do  other  hospitals.  Improve- 
ments in  the  ability  to  measure  severity  may  reduce 
the  extent  to  which  such  differences  require  sepa- 
rate compensation. 

The  definition,  incidence,  and  the  appropriate 
method  of  payment  for  outlier  cases  are  also  likely 
to  be  affected  by  DRG  refinement.  If  cases  are 
grouped  more  appropriately  according  to  illness 
and  resource  intensity,  fewer  cases  may  be  excep- 
tional relative  to  the  group  to  which  they  are 
assigned.  In  any  event,  a  major  refinement  of  the 
DRGs  is  likely  to  require  a  reexamination  of  the 
outlier  payment  policy. 

Coding  Practices-The  CMI  may  change  over 
time  for  several  reasons.  Patients  admitted  for  inpa- 
tient care  may  be  more  severely  ill,  on  average,  as 
less  severely  ill  patients  are  more  commonly  treated 
in  other  settings.  Inpatient  treatment  protocols  may 
become  more  complex,  as  physicians  and  hospitals 
respond  to  technological  change  and  improvements 
in  clinical  knowledge.  In  addition,  hospitals  may 
refine  their  medical  record  documentation  and  cod- 
ing practices.  The  first  two  of  these  reasons  are 
related  to  patient  resource  requirements;  their  com- 
bined effect  is  commonly  referred  to  as  real  CMI 
change.  The  third,  however,  is  not  related  to  the 
costliness  of  treatment;  it  is  commonly  referred  to 
as  upcoding. 

The  Commission  believes  that  the  level  of  PPS 
payments  should  reflect  changes  in  patient  care 
resource  requirements,  but  not  upcoding.  In  its 
annual  recommendation  on  the  update  to  the  PPS 
rates,  ProPAC  includes  an  estimate  of  real  CMI 
change  during  the  previous  year.  The  PPS  update 
recommendation  also  accounts  for  increases  in  pa- 
tient complexity  within  DRGs,  which  are  not  re- 
flected in  CMI  changes.  The  resulting  update 
removes  the  net  effect  of  upcoding  from  PPS 
payments.  The  Commission's  case-mix  adjustment 
to  the  recommended  PPS  update  for  fiscal  year 
1992  is  described  in  Chapter  2. 

Changes  in  the  CMI-including  those  due  to 
upcoding-also  may  affect  the  distribution  of  PPS 
payments.  At  this  time,  however,  it  is  not  possible 


to  measure  the  effect  of  upcoding  on  the  CMI  for 
different  hospitals  or  hospital  groups. 

Calculation  of  the  DRG  Weights-The  DRG 

weights  are  intended  to  reflect  the  relative  costli- 
ness of  treating  each  type  of  patient.  These  weights 
are  based  on  the  average  total  charge  for  patients  in 
each  DRG,  standardized  for  the  PPS  payment 
adjustments. 

In  its  March  1988  report,  the  Commission  rec- 
ommended that  the  DRG  weights  be  based  on  the 
estimated  average  costs  of  patients  in  each  DRG, 
rather  than  on  charges.  Charge-based  weights  re- 
flect the  pricing  behavior  of  hospitals  as  well  as  the 
resources  required  by  the  patients  they  treat,  and 
thus  may  bias  the  distribution  of  PPS  payments. 
ProPAC 's  analysis  of  the  difference  between  cost- 
based  and  charge-based  weights  indicated  that, 
although  the  two  sets  of  weights  are  highly  corre- 
lated, they  result  in  systematic  differences  in  pay- 
ments. Large,  urban,  and  major  teaching  hospitals 
are  paid  more-and  small,  rural,  and  non-teaching 
hospitals  less-under  charge-based  weights  than  they 
would  be  under  cost-based  weights. 

Adjustments  for  Hospital  Characteristics 

Under  PPS,  certain  hospital  characteristics  are 
recognized  as  being  associated  with  higher  inpa- 
tient operating  costs  that  are  beyond  the  hospital's 
control.  PPS  payments  to  teaching  hospitals  and 
hospitals  that  treat  a  disproportionate  share  of  poor 
patients  are  thus  adjusted  by  formulas  that  depend 
on  measures  of  their  teaching  intensity  and  share 
of  low-income  patients,  respectively. 

Indirect  Medical  Education  Adjustment-The 

IME  adjustment  is  intended  to  recognize  the  higher 
costs  faced  by  teaching  hospitals  in  the  treatment 
of  Medicare  patients.  These  costs  have  been  attrib- 
uted to  greater  severity  of  illness  among  patients  in 
teaching  hospitals,  even  within  each  DRG;  greater 
intensity  of  services  provided  to  patients  in  teach- 
ing hospitals;  and  higher  staffing  concentrations 
and  richer  staff  mixes.  In  addition,  the  poor  overall 
financial  performance  of  major  teaching  hospitals 
as  a  group  indicates  that  their  continued  operation 
might  be  endangered  without  continued  Federal 
support. 

The  IME  adjustment  accounts  for  an  estimated 
5.4  percent  of  all  PPS  payments  under  fiscal  year 
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1991  payment  rules.  However,  because  these  pay- 
ments are  concentrated  among  relatively  few 
hospitals-59  percent  of  IME  payments  are  received 
by  only  4  percent  of  all  PPS  hospitals-they  sub- 
stantially influence  the  overall  distribution  of  PPS 
payments.  For  instance,  while  urban  hospitals  ac- 
count for  78  percent  of  all  PPS  discharges,  they 
receive  98  percent  of  all  IME  payments.  IME 
payments  have  a  strong  effect  on  the  financial 
status  of  teaching  hospitals.  In  the  fifth  year  of 
PPS,  major  teaching  hospitals  had  an  aggregate 
PPS  margin  of  15.1  percent,  compared  with  — 1.7 
percent  for  non-teaching  hospitals.  Despite  this 
differential  in  PPS  margins,  the  aggregate  total 
margin  for  non-teaching  hospitals  (3.9  percent) 
was  much  higher  than  for  major  teaching  hospitals 
(2.0  percent). 

For  the  past  several  years,  ProPAC  has  analyzed 
the  relationship  between  teaching  intensity  and 
Medicare  operating  costs  per  discharge.  On  the 
basis  of  these  analyses  and  other  considerations, 
the  Commission  annually  has  made  a  recommen- 
dation on  the  EVIE  adjustment.  These  recommen- 
dations generally  have  taken  into  account  the 
estimated  relationship  between  teaching  intensity 
and  Medicare  operating  costs.  However,  the  Com- 
mission has  also  expressed  concern  about  the  poor 
overall  fmancial  status  of  major  teaching  hospitals 
and  the  potential  effect  on  Medicare  enrollees' 
access  to  high-quality  health  care.  The  Commis- 
sion's recommendation  on  the  IME  adjustment  for 
fiscal  year  1992  is  in  Chapter  2,  and  the  most 
recent  ProPAC  analysis  of  this  issue  is  described  in 
Appendix  A. 

Disproportionate  Share  Adjustment-The  DSH 

adjustment  recognizes  the  higher  costs  faced  by 
hospitals  that  treat  a  disproportionate  share  of  poor 
patients.  These  costs  apply  to  the  treatment  of  all 
their  patients,  including  Medicare  patients.  They 
are  attributed  to  greater  severity  of  illness  among 
poor  patients  in  any  DRG  and  greater  difficulty  in 
arranging  for  appropriate  post-discharge  care  for 
these  patients.  There  also  are  indirect  costs-such 
as  those  associated  with  the  need  for  bilingual  staff 
and  additional  security-associated  with  operating 
in  areas  accessible  to  the  poor.  Moreover,  because 
of  the  broader  social  purpose  served  by  this  group 
of  hospitals,  their  weak  overall  financial  perfor- 
mance is  of  particular  concern. 


With  the  changes  in  OBRA  1990,  the  DSH 
adjustment  accounts  for  4.1  percent  of  all  PPS 
payments.  However,  as  with  the  IME  adjustment, 
these  payments  are  concentrated  among  relatively 
few  hospitals.  As  such,  they  also  strongly  influ- 
ence the  overall  distribution  of  PPS  payments  and 
the  financial  status  of  disproportionate  share  hospi- 
tals. In  the  fifth  year  of  PPS,  disproportionate 
share  hospitals  had  an  aggregate  PPS  margin  of  6.4 
percent,  compared  with  -0.2  percent  for  non- 
disproportionate  share  hospitals.  However,  the 
aggregate  total  margin  was  higher  for  non-dispro- 
portionate share  hospitals  (4.4  percent)  than  for 
disproportionate  share  hospitals  (3.1  percent).  The 
impact  of  DSH  payments  is  likely  to  continue  to 
grow  over  time  because  OBRA  1990  contains  a 
provision  that  will  increase  the  DSH  adjustment  in 
fiscal  years  1994  and  1995. 

In  the  past  year,  ProPAC  and  others  have  been 
reexamining  the  relationship  between  dispropor- 
tionate share  status  and  Medicare  operating  costs. 
In  addition,  other  indicators  of  hospitals'  care  for 
the  poor-such  as  the  distribution  of  uncompen- 
sated care  costs-are  being  examined.  Moreover, 
there  is  considerable  overlap  between  the  hospitals 
that  receive  the  IME  and  DSH  adjustments.  Dis- 
proportionate share  hospitals  receive  almost  two- 
thirds  of  all  IME  payments,  while  teaching  hospitals 
receive  more  than  two-thirds  of  all  DSH  payments. 

These  activities  may  lead  to  the  development  of 
potential  modifications  to  the  current  adjustments 
under  PPS.  The  Commission  believes  that  these 
changes  must  be  evaluated  in  relation  to  both  their 
direct  effects  on  the  distribution  of  PPS  payments 
and  their  interaction  with  the  other  factors  that 
determine  PPS  payment  and  hospital  financial 
condition. 


Outlier  Payment 

The  designers  of  PPS  recognized  that,  regardless 
of  the  method  used  to  categorize  patients  for  pay- 
ment, there  would  be  some  patients  whose  costs 
could  not  adequately  be  predicted  by  the  payment 
system.  Therefore,  for  exceptionally  long  or  costly 
cases  in  each  DRG,  hospitals  receive  an  additional 
outlier  payment  based  on  the  length  of  stay  or  cost 
in  excess  of  a  preset  threshold.  These  payments, 
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however,  are  not  designed  to  compensate  hospitals 
for  the  full  costs  of  treating  these  patients. 

Outlier  payments  account  for  about  5  percent  of 
all  PPS  payments.  They  are  financed  by  separate 
offsets  to  the  urban  and  rural  standardized  payment 
amounts,  so  they  probably  do  not  affect  the  distri- 
bution of  PPS  payments  as  much  as  the  IME  and 
DSH  adjustments  do.  However,  they  are  concen- 
trated among  certain  types  of  hospitals.  For  in- 
stance, teaching  hospitals  receive  66  percent  of  all 
outlier  payments,  compared  with  53  percent  of  all 
PPS  payments. 

Any  major  refinement  of  the  DRGs  would  be 
expected  to  have  major  effects  on  the  definition, 
incidence,  and  method  of  payment  for  outliers. 
Further,  any  change  in  the  distribution  of  outlier 
payments  would,  in  turn,  result  in  a  change  in  the 
standardized  amounts,  since  these  amounts  are 
adjusted  for  anticipated  outlier  payments  for  urban 
and  rural  hospitals.  Moreover,  since  outlier  pay- 
ments are  correlated  with  certain  hospital  charac- 
teristics (such  as  teaching  status),  changes  in  outlier 
payment  may  affect  the  corresponding  payment 
adjustments. 


IMPLICATIONS 

In  this  chapter,  the  Commission  has  reviewed 
the  structure  of  PPS  and  its  effect  on  both  aggre- 
gate PPS  payments  and  the  distribution  of  PPS 
payments  across  hospitals.  The  system's  structure, 
and  the  interaction  of  its  various  components,  raise 
several  issues  with  important  implications  for  the 
evaluation  of  PPS  payment  policy  and  potential 
changes  to  that  policy. 

Level  of  Payments 

Both  aggregate  Medicare  inpatient  hospital  pay- 
ments and  total  Medicare  payments  have  grown  at 
much  slower  rates  since  the  implementation  of 
PPS.  After  a  sharp  decline  in  the  rate  of  growth  in 
the  first  year  of  PPS,  total  hospital  costs  have 
continued  to  grow  faster  than  input  prices-indi- 
cating that  hospitals  have  not  been  as  successful  in 
holding  down  their  costs  as  policy  makers  had 
anticipated.  With  costs  also  rising  faster  than  Medi- 
care payment  rates,  there  is  continued  concern 
about  the  potential  deterioration  of  hospital  finan- 
cial status. 


From  the  beginning  of  PPS,  it  was  recognized 
that  the  resulting  financial  pressure  would  require 
greater  hospital  efficiency  to  maintain  access  and 
quality.  In  the  first  few  years,  PPS  payments  were 
substantially  higher  than  costs,  diminishing  the 
incentive  for  hospitals  to  reduce  costs.  Available 
evidence  indicated  no  decline  in  either  patient 
access  or  quality  of  care. 

ProPAC  estimates,  however,  that  Medicare  oper- 
ating costs  exceeded  PPS  payments  by  fiscal  year 
1989.  Moreover,  Congress  has  legislated  PPS  rate 
increases  that  are  below  the  increase  in  input  prices 
through  fiscal  year  1993.  This  indicates  that  hospi- 
tals may  just  be  starting  to  feel  substantial  financial 
pressure  from  PPS-and  that  the  lack  of  major 
access  and  quality  problems  in  the  early  years  may 
not  be  taken  for  granted  in  the  future. 

Despite  the  sharp  decrease  in  PPS  margins, 
there  is  evidence  that  overall  hospital  financial 
condition  is  stabilizing.  Total  margins,  while  lower 
than  in  the  first  few  years  of  PPS,  are  as  high  now 
as  at  any  time  in  the  decade  before  PPS.  This 
indicates  that  the  threat  of  increasing  numbers  of 
hospital  closures  and  major  service  cutbacks  may 
not  be  as  great  as  might  appear  from  looking  only 
at  Medicare  payments. 

However,  the  difference  between  PPS  and  total 
margins  indicates  that  hospitals  have  relied  on 
sources  of  revenue  other  than  Medicare  to  cover 
their  costs.  This  shift  in  revenue  sources  has  put 
more  pressure  on  other  payers  for  hospital  services. 
The  consequence  could  be  higher  costs  of  insur- 
ance coverage  for  people  under  65  years  of  age  and 
greater  difficulty  for  those  without  insurance  cover- 
age or  with  inadequate  coverage  to  obtain  the  care 
they  need.  ^ 

Distribution  of  Payments 

By  severing  the  connection  between  Medicare 
hospital  payments  and  the  operating  costs  of  the 
individual  hospital,  PPS  has  substantially  changed 
the  distribution  of  payments.  PPS  payments  are 
considerably  greater  than  Medicare  operating  costs 
for  some  hospitals  and  much  less  for  others.  More- 
over, the  variation  in  PPS  margins  is  systematically 
related  to  certain  hospital  characteristics.  To  the 
extent  that  this  observation  indicates  inequities  in 
the  payment  system  or  the  unequal  abilities  of 
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different  hospitals  to  respond  to  the  system's  in- 
centives, it  is  the  cause  of  some  concern  to  the 
Commission. 

There  have  been  a  number  of  changes  in  the 
payment  rules  since  PPS  began.  Some  of  these 
changes  have  been  attempts  to  fine-tune  adjust- 
ments that  were  part  of  PPS  from  the  beginning. 
Others  have  been  intended  to  mitigate  perceived 
inequities  in  the  original  design  of  the  system. 
Together,  they  have  had  a  significant  effect  on  the 
distribution  of  payments  across  hospitals. 

In  addition,  changes  in  the  CMI  have  had  a  large 
effect  on  both  the  level  and  the  distribution  of  PPS 
payments.  The  CMI  for  each  hospital  is  deter- 
mined by  the  hospital's  mix  of  cases  across  DRGs, 
rather  than  by  explicit  policy  decisions  made  by 
HCFA  or  Congress.  As  a  result,  the  influence  of 
CMI  change  is  frequently  overlooked  or  misinter- 
preted. In  many  instances,  the  effect  of  CMI 
change  has  negated  or  at  least  diminished  the 
intended  effects  of  PPS  payment  policy  decisions. 

The  patterns  of  PPS  and  total  margins  are  differ- 
ent across  groups  of  hospitals,  raising  the  issue  of 
how  to  balance  Medicare's  potentially  conflicting 
responsibilities.  One  responsibility  is  to  compen- 
sate hospitals  appropriately  for  the  efficient  provi- 
sion of  inpatient  care  to  Medicare  patients.  The 
other  is  to  maintain  access  to  necessary  services 
and  the  quality  of  those  services.  The  maintenance 
of  the  IME  and  DSH  adjustments  above  the  levels 
indicated  by  analysis  of  Medicare  costs  alone  re- 
flects the  recognition  that  both  of  these  responsi- 
bilities are  important. 

Another  increasingly  evident  fact  is  that, 
although  some  components  of  the  payment  system 
apply  to  groups  of  hospitals  that  share  certain 
characteristics  (like  location  or  teaching  status), 
financial  performance  within  these  groups  varies 
considerably.  The  distribution  of  both  PPS  and 
total  margins  has  become  increasingly  wider  under 
PPS,  which  means  there  are  greater  differences 
between  hospitals  that  do  well  and  those  that  do 
poorly. 

This  trend  is  consistent  with  the  desire  to  have 
the  hospital  bear  more  of  the  risk  associated  with 
treating  Medicare  patients.  However,  it  also  means 
that  analyses  based  on  average  performance  must 


be  interpreted  with  caution.  Both  the  average  out- 
come and  the  distribution  of  outcomes  must  be 
considered  in  evaluating  the  impact  of  PPS. 

Interdependence  of  PPS  Components 

The  structure  of  the  payment  system  is  such  that 
changes  in  one  component  tend  to  have  effects  on 
other  components.  Because  of  this  interdepend- 
ence, the  evaluation  of  incremental  changes  must 
be  considered  in  the  context  of  their  effects  on  the 
system  as  a  whole. 

The  elimination  of  the  differential  between  the 
standardized  payment  amounts  for  hospitals  in  ru- 
ral and  other  urban  areas  illustrates  this  complex 
interaction.  Rural  hospitals  have  had  lower  PPS 
margins  than  urban  hospitals  in  every  year  since 
PPS  began.  Despite  several  policy  changes  aimed 
at  eliminating  this  disadvantage,  the  difference  has 
persisted,  at  least  through  the  fifth  year  of  PPS. 

One  source  of  the  gap  between  urban  and  rural 
hospitals'  payments  under  PPS  is  the  differential  in 
their  standardized  payment  amounts.  This  differen- 
tial was  incorporated  into  the  system  to  recognize 
the  historically  higher  costs  incurred  by  urban 
hospitals.  However,  the  system  has  apparently  over- 
compensated  for  this  difference.  In  the  fifth  year  of 
PPS,  rural  hospitals  were  paid  about  45  percent 
less  per  discharge  than  urban  hospitals,  yet  their 
costs  were  only  about  40  percent  lower.  In  re- 
sponse to  this  situation,  Congress  included  in 
OBRA  1990  a  provision  that,  by  fiscal  year  1995, 
the  standardized  payment  amount  for  rural  hospi- 
tals would  be  increased  to  match  that  for  other 
urban  hospitals. 

This  action  will  certainly  increase  payments  to 
rural  hospitals  compared  with  what  they  would 
have  been.  However,  it  will  not  make  them  equal  to 
payments  for  urban  hospitals.  The  wage  index,  the 
CMI,  and  the  IME  and  DSH  adjustments  all  have 
had  the  effect  of  increasing  the  share  of  payments 
to  urban  hospitals.  Moreover,  this  effect  has  grown 
over  the  years. 

This  example  shows  that,  while  changes  in  one 
component  of  PPS  may  be  intended  to  accomplish 
a  given  policy  objective,  other  components  may 
mitigate  the  intended  effect.  This  illustration  dem- 
onstrates the  importance  of  assessing  the  interac- 
tive effects  of  the  various  components  of  the 
payment  system  so  that  policy  objective  are  met. 
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CONCLUSIONS 

This  chapter  has  reviewed  the  structure  of  PPS 
and  the  interrelationships  among  its  components. 
These  interactions  require  that  incremental  changes 
in  PPS  payment  policy  not  be  evaluated  in  isola- 
tion from  the  rest  of  the  system.  Each  of  the 
components  of  PPS  affects  other  components  and 


is,  in  turn,  affected  by  the  others.  Therefore, 
efforts  to  diagnose  and  correct  perceived  flaws  in 
the  system  must  be  attempted  with  an  eye  toward 
their  influence  on  the  system  as  a  whole.  The 
Commission  has  taken  this  approach  in  developing 
the  recommendations  in  Chapter  2.  Any  policy 
changes  considered  in  the  future  should  also  be 
evaluated  in  this  broader  context. 


Notes  to  Chapter  1 
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1.  Other  Medicare  Part  A  payments  include  pay- 
ments for  skilled  nursing,  home  health,  end- 
stage  renal  disease,  and  hospice  services. 
Medicare  Part  B  payments  primarily  include 
payments  for  physician  services,  hospital  out- 
patient services,  and  independent  laboratory 
services. 

2.  Adjusted  admissions  is  an  indicator  of  the 
overall  patient  load  of  the  hospital.  It  is  a 
weighted  sum  of  inpatient  admissions  and  out- 
patient visits. 

3.  A  similar  analysis  including  fiscal  year  1991 
payment  rules  will  be  provided  in  the  Com- 
mission's June  1991  report. 

4.  For  payment  purposes,  large  urban  areas  are 
metropolitan  statistical  areas  with  populations 
of  one  million  or  more,  or  New  England 
Consolidated  Metropolitan  Areas  with  popula- 
tions of  970,000  or  more.  Other  urban  areas 
are  those  not  designated  as  large  urban. 

5.  For  the  first  four  years,  PPS  payment  rates 
were  a  blend  of  hospital- specific  rates-based 
on  each  hospital's  costs  in  a  base  year-and 
Federal  rates-based  on  average  standardized 
costs  for  urban  and  rural  hospitals  in  each 
region  and  nationwide.  Although  the  ProPAC 
analysis  compares  only  the  national  rates,  the 
establishment  of  a  transition  period  could  also 
be  considered  a  policy  decision  with  a  distinct 
effect  on  the  distribution  of  PPS  payments. 


6.  This  figure  is  based  on  MedPAR  data  for 
fiscal  years  1984  and  1989,  and  ProPAC 's 
estimate  of  a  2.5  percent  increase  in  the  CMI 
for  fiscal  year  1990. 

7.  The  National  Hospital  Panel  Survey  is  a 
monthly  survey  of  hospitals  conducted  by  the 
AHA.  The  data  from  this  survey  are  not  di- 
rectly comparable  to  the  Medicare  Cost  Re- 
port data  cited  above  because  the  time  periods 
covered  do  not  match  and  because  the  figure 
reported  by  the  AHA  is  the  mean,  rather  than 
the  aggregate,  total  margin. 

8.  See,  for  example,  Judith  Feder,  Jack  Hadley, 
and  Stephen  Zuckerman,  "How  Did  Medi- 
care's Prospective  Payment  System  Affect  Hos- 
pitals?" New  England  Journal  of  Medicine 
317(14):  867-73,  October  1,  1987;  and  Steven 
H.  Sheingold,  "The  First  Three  Years  of  PPS: 
Impact  on  Medicare  Costs,"  Health  Affairs 
8(3):  191-204,  Fall  1989. 

9.  In  addition  to  updating  the  wage  index,  the 
1988  HCFA  data  included  benefits  per  paid 
hour  of  employment,  while  the  1984  data  did 
not. 

10.  See  Adjustment  to  the  Nonlabor -Related  Por- 
tion of  the  Standardized  Amounts,  ProPAC 
Technical  Report  C-89-03,  August  1989. 


Chapter  2 

Recommendations 


Chapter  2 

!  Recommendations 


When  the  Prospective  Payment  Assessment 
Commission  was  created  by  Congress  in  1983,  its 
primary  responsibility  was  to  analyze  issues  and 
make  recommendations  for  updating  and  improv- 
ing the  Medicare  prospective  payment  system.  Over 
time,  Congress  has  expanded  ProPAC's  responsi- 
bilities to  include  analyzing  current  policies  and 
developing  future  ones  for  prospective  payment  for 
all  facility  services  furnished  to  Medicare  bene- 
ficiaries. 

The  Commission's  expanded  responsibilities  in- 
clude payment  policy  for  hospital  outpatient  ser- 
vices; services  furnished  in  free-standing  surgery, 
end-stage  renal  disease,  and  other  facilities;  and 
services  provided  by  skilled  nursing  facilities  and 
home  health  agencies.  ProPAC,  however,  continues 
to  devote  substantial  effort  to  updating  and  improv- 
ing policies  for  PPS  hospitals  and  excluded  hospi- 
tals and  distinct-part  units.  The  Congress  has  also 
requested  ProPAC  to  examine  and  report  on  broader 
issues  regarding  the  effectiveness  and  quality  of 
health  care  delivery  in  the  United  States. 

From  1985  through  1990,  ProPAC's  recommen- 
dations were  delivered  to  the  Secretary  of  the 
Department  of  Health  and  Human  Services. 
Following  the  enactment  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  the  Commission's  re- 
port and  recommendations  are  now  made  directly 
to  Congress.  The  Secretary,  however,  is  still  re- 
quired to  consider  ProPAC's  recommendations  and 
respond  to  them  in  the  annual  notice  of  rulemaking 
published  in  the  Federal  Register. 

ProPAC's  analyses  and  decision  making  are 
guided  by  a  set  of  principles  that  were  initially 
developed  on  the  basis  of  PPS  goals,  but  that  are 
applicable  to  other  facility  services.  They  include: 


•  Ensuring  beneficiary  access  to  high-quality 
health  care; 

•  Encouraging  hospital  productivity  and  long- 
term  cost-effectiveness; 

•  Facilitating  innovation  and  appropriate  tech- 
nological change; 

•  Promoting  equity  in  the  distribution  of  pay- 
ments to  hospitals; 

•  Maintaining  stability  for  providers,  consum- 
ers, and  third-party  payers;  and 

•  Making  decisions  based  on  reliable,  timely 
data  and  information. 

Along  with  these  principles,  the  Commission  is 
mindful  of  the  current  fiscal  environment.  Attain- 
ing a  balanced  Federal  budget  and  controlling 
rising  health  care  costs  are  concerns  the  Commis- 
sion takes  into  account  with  each  recommendation. 
Moreover,  budgetary  pressures  intensify  the  need 
to  address  distributional  and  technical  payment 
issues  that  may  affect  access  and  quality  of  care 
furnished  to  Medicare  beneficiaries. 


ProPAC's  recommendations  reflect  the  collective 
judgment  of  the  17  Commissioners.  Some  of  the 
recommendations  address  annually  recurring  top- 
ics, such  as  the  annual  update  factors.  Others  are 
either  modifications  of  previous  recommendations 
or  cover  new  issues  and  incorporate  recent  research 
findings.  This  year,  in  addition  to  making  recom- 
mendations, the  Commission  has  highlighted  sev- 
eral areas  of  concern.  Work  on  these  and  other 
issues  continues. 
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The  Commission  addresses  eight  areas: 

•  Updating  PPS  payments, 

•  Rural  hospital  payment, 

•  Teaching  and  disproportionate  share  hospital 
payment, 

•  Other  adjustments  to  PPS, 

•  Capital  payment, 

•  Updating  and  adjusting  payments  to  PPS- 
excluded  hospitals  and  distinct-part  units, 

•  Hospital  outpatient  payment,  and 

•  Uncompensated  care. 

The  next  section  discusses  these  recommenda- 
tions and  concerns.  The  final  section  describes 
other  issues  considered  by  the  Commission. 

RECOMMENDATIONS  FOR  FISCAL 
YEAR  1992 

Updating  PPS  Payments 

The  Commission  is  required  by  law  to  report  to 
the  Congress  each  year  on  the  appropriate  change 
factor  for  updating  inpatient  hospital  payment  rates 
under  PPS.  In  developing  its  annual  recommenda- 
tion for  updating  the  standardized  payment  amounts 
under  PPS,  ProPAC  must  consider  changes  in  the 
hospital  market  basket  and  hospital  productivity, 
technological  and  scientific  advances,  and  the  qual- 
ity and  long-term  cost-effectiveness  of  health  care. 
The  Commission  formerly  made  its  update  recom- 
mendation to  the  Secretary  of  Health  and  Human 
Services.  Although  this  was  changed  under  OBRA 
1990,  the  Secretary  must  still  consider  the  Com- 
mission's recommendation  in  developing  his  up- 
date recommendation. 

In  OBRA  1990,  Congress  legislated  the  PPS 
update  for  fiscal  year  1992  at  the  increase  in  the 
market  basket  minus  1.6  percentage  points  for 
urban  hospitals  and  minus  0.6  percentage  points 
for  rural  hospitals.  Although  the  fiscal  year  1992 
update  has  been  set  by  law,  the  Commission  has 
followed  the  approach  it  used  in  the  past:  examin- 
ing individual  factors  that  determine  the  update. 


ProPAC  believes  these  update  amounts,  together 
with  increased  per-case  payments  due  to  case-mix 
index  change,  are  sufficient  to  maintain  access  to 
quality  care  by  Medicare  beneficiaries  while  en- 
couraging the  efficient  provision  of  hospital  care. 

Recommendation  1:  Amount  of  the  Update 
Factor  for  PPS  Hospitals 

For  fiscal  year  1992,  the  PPS  standardized 
payment  amounts  should  be  updated  to 
account  for  the  following  factors: 

•  The  projected  increase  in  the  HCFA  PPS 
market  basket,  currently  estimated  at  4.8 
percent; 

•  An  adjustment  of  0.2  percentage  points, 
to  reflect  the  difference  between  the 
ProPAC  and  HCFA  market  baskets; 

•  A  correction  for  substantial  error  in  the 
fiscal  year  1990  market  basket  forecast, 
currently  estimated  at  —1.0  percentage 
points; 

•  A  discretionary  adjustment  factor  of  0.2 
percentage  points;  and 

•  A  net  —1.0  percentage  point  adjustment 
for  case-mix  change. 

Further,  an  additional  positive  adjustment 
of  1.0  percentage  points  for  rural  hospitals 
should  be  made  to  reflect  the  second  year 
of  phasing  out  the  differential  in  the  stan- 
dardized amounts  between  rural  and  other 
urban  hospitals.  Through  differential  up- 
dates, the  rural  standardized  amount  should 
be  increased  until  it  equals  the  other  urban 
standardized  amount  in  fiscal  year  1995. 

The  Commission's  recommendation  would  re- 
sult in  an  increase  of  4.2  percent  for  rural  hospitals 
and  3.2  percent  for  urban  hospitals.  This  reflects 
the  Commission's  judgment  about  the  appropriate 
increase  in  the  level  of  PPS  prices  for  fiscal  year 
1992.  Although  this  recommendation  is  likely  to 
be  modified  as  more  current  market  basket  fore- 
casts become  available,  the  amount  recommended 
for  rural  and  urban  hospitals  is  the  same  as  that 
specified  in  current  law.  The  components  of  the 
Commission's  update  factor  recommendation  are 


Table  2-1.  Recommended  PPS  Update  Factors  for  Fiscal  Year  1992 
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Components  of  the  Update  Factor 

Components  applied  to  all  hospitals: 


Fiscal  year  1992  PPS  market  basket  forecast*   4.8% 

Adjustment  to  reflect  ProPAC  version  of  PPS  market  basket*   0.2 

Correction  for  fiscal  year  1990  forecast  error    -  1.0 

Components  of  discretionary  adjustment  factor 

Scientific  and  technological  advancement    0.7 

Productivity   -  0.5 

Total  discretionary  adjustment  factor    0.2 

Adjustments  for  case-mix  change  (fiscal  year  1991) 

Total  DRG  case-mix  index  change   -  2.5 

Real  DRG  case-mix  index  change    1.3 

Within-DRG  case  complexity  change    0.2 

Net  adjustment  for  case-mix  change   -  1.0 


Additional  adjustments  to  the  standardized  amounts: 

Adjustment  for  large  urban  areas    0.0 

Adjustment  for  other  urban  areas    0.0 

Adjustment  for  rural  areas   1.0 


Total  Update  Factor 

Large  urban    3.2 

Other  urban    3.2 

Rural    4.2 

Average  update  factor   3.4 

*  Market  basket  forecast  provided  by  the  Health  Care  Financing  Administration,  Office  of  the  Actuary,  December  1990.  The  market  basket 
forecast  is  subject  to  change  as  more  current  forecasts  become  available. 


summarized  in  Table  2-1;  a  discussion  of  each 
follows . 

The  increase  in  average  per-case  payments  will 
be  greater  than  the  PPS  update.  This  is  because 
hospital  payments  automatically  rise  with  increases 
in  the  case-mix  index.  Future  changes  in  the  case- 
mix  index  are  difficult  to  project,  however.  Based 
on  currently  available  data,  the  Commission  esti- 
mates that  the  1992  case-mix  index  change  will  be 
2.3  percent.  As  a  result,  the  average  increase  in 
per-case  payments  under  the  Commission's  recom- 
mendation would  be  about  5.7  percent,  as  shown 
in  Table  2-2.  ProPAC  expects  that  a  portion  of  the 
revenue  increase  associated  with  case-mix  change 
will  be  offset  by  the  added  costs  of  treating  sicker 
patients. 

PPS  Market  Basket-The  update  recommenda- 
tion is  determined  primarily  by  projected  increases 


in  the  PPS  market  basket.  HCFA  and  ProPAC, 
however,  have  different  versions  of  the  PPS  market 
basket.  HCFA's  version  is  currently  projected  to 
increase  by  4.8  percent  in  fiscal  year  1992,  while 
ProPAC 's  market  basket  is  projected  to  increase  by 
5.0  percent.  Since  the  update  is  legislated  relative 
to  a  market  basket  that  HCFA  would  implement, 
HCFA's  market  basket  construction  would  likely  be 
used  to  update  fiscal  year  1992  payments. 

The  Commission  believes,  however,  that  its  ver- 
sion of  the  market  basket  best  reflects  changes  in 

Table  2-2.  Estimated  Fiscal  Year  1992  Average 
Increase  in  Per-Case  PPS  Payments 

PPS  update  factor  3.4% 
Estimated  case-mix  index  change  (fiscal  year  1992)  2.3 
Total  increase  in  average  PPS  payments*  5.7 

*  Most  of  the  increase  in  payments  resulting  from  case-mix  index  change  will  be 
offset  by  the  increased  costs  of  treating  sicker  patients. 
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hospital  input  prices  (prices  hospitals  pay  for  goods 
and  services)  and  therefore  should  be  used  to 
update  PPS  payment  rates.  While  HCFA  adopted 
most  of  the  Commission's  1990  recommendation 
on  the  market  basket,  it  failed  to  adopt  the  key 
provision  that  increased  the  weight  of  internal 
hospital  wages  used  in  the  wage  component  of  the 
market  basket.  The  Commission  believes  that 
HCFA's  market  basket,  as  currently  constructed, 
does  not  adequately  recognize  the  unique  charac- 
teristics of  the  hospital  labor  market.  Therefore, 
ProPAC's  update  recommendation  includes  a  0.2 
percentage  point  adjustment,  to  reflect  the  differ- 
ence between  the  two  market  basket  forecasts.  See 
Appendix  A  for  more  information. 

Forecast  Error  Correction-ProPAC's  update 
recommendation  also  includes  a  —1.0  percentage 
point  adjustment  for  fiscal  year  1990  market  basket 
forecast  error.  A  market  basket  forecast  of  5.5 
percent  was  used  to  set  payments  in  fiscal  year 
1990.  The  actual  market  basket  increase,  however, 
was  only  4.5  percent,  creating  a  forecast  error  of 
—  1.0  percentage  points.  ProPAC  continues  to  be- 
lieve the  correction  should  be  part  of  its  update 
framework.  The  correction  factor  protects  both 
hospitals  and  the  Federal  government  by  adjusting 
the  base  payment  rates  so  that  the  effects  of  fore- 
cast errors  are  not  perpetuated.  See  Appendix  A 
for  more  information  on  the  market  basket  forecast 
error  correction  factor. 

Discretionary  Adjustment  Factor-The  discre- 
tionary adjustment  factor  incorporates  considera- 
tions related  to  scientific  and  technological 
advancement  and  hospital  productivity  improve- 
ment, as  provided  in  the  statute  establishing  PPS. 
Analysis  of  the  available  data  has  led  the  Commis- 
sion to  conclude  that  reasonable  ranges  of  the 
positive  scientific  and  technological  advancement 
allowance  and  the  negative  productivity  improve- 
ment adjustment  net  to  0.2  percentage  points.  This 
is  based  on  a  0.7  percent  scientific  and  technologi- 
cal advancement  allowance  and  a  -0.5  percent 
productivity  adjustment.  The  Commission  believes 
the  DAF  should  continue  to  give  hospitals  an 
incentive  to  strive  for  productivity  improvement  as 
they  adopt  quality-enhancing  technologies. 

The  scientific  and  technological  advancement 
allowance  is  a  future-oriented  policy  target.  It  pro- 
vides additional  funds  for  hospitals  to  adopt  quality- 
enhancing  but  cost-increasing  health  care  advances. 


To  develop  an  informed  judgment  on  the  allow- 
ance, the  Commission  examines  a  set  of  the  most 
important  new  technologies  and  scientific  develop- 
ments each  year,  including  the  effects  of  those  that 
either  complement  or  substitute  for  existing  tech- 
nologies. The  range  of  the  estimated  costs  was  0.5 
percent  to  1.0  percent,  but  these  estimates  do  not 
include  the  effect  of  "small-ticket"  technologies  or 
changes  in  practice  patterns.  Given  the  wide  range 
of  the  possible  cost  impact,  ProPAC  believes  that 
0.7  percent  is  an  appropriate  level  for  the  scientific 
and  technological  advancement  allowance. 

The  productivity  adjustment  in  the  DAF  is  also  a 
future-oriented  target.  Based  partly  on  its  analysis 
of  the  trend  in  productivity  over  the  last  10  years, 
ProPAC  thinks  it  is  reasonable  to  expect  hospitals 
to  improve  productivity  during  fiscal  year  1992. 
The  Commission  also  believes  that  it  is  appropriate 
for  the  costs  of  scientific  and  technological  ad- 
vancement to  be  financed  partially  by  productivity 
gains.  The  —0.5  percent  recommended  adjustment 
assumes  productivity  gains  of  at  least  1.0  percent, 
reflecting  the  Commission's  policy  that  the  savings 
from  productivity  improvement  should  be  shared 
equally  by  the  Medicare  program  and  the  hospital 
industry.  See  Appendix  A  for  more  information  on 
the  DAF. 

Adjustments  for  Case-Mix  Change-For  fiscal 
year  1992,  the  PPS  standardized  amounts  should 
be  reduced  by  1.0  percentage  points  to  account  for 
increased  payments  from  case-mix  index  change. 
This  adjustment  reflects: 

•  A  2.5  percentage  point  reduction  for  the  esti- 
mated case-mix  index  change  during  fiscal 
year  1991, 

•  A  positive  allowance  of  1.3  percentage  points 
for  real  across-DRG  case-mix  index  change 
during  fiscal  year  1991,  and 

•  A  positive  allowance  of  0.2  percentage  points 
for  within-DRG  case-complexity  change  dur- 
ing fiscal  year  1991. 

To  allow  payments  to  increase  for  real  case-mix 
change,  while  removing  the  effect  of  upcoding 
(changes  in  medical  record  documentation  or  cod- 
ing practices  that  affect  DRG  assignment),  the 
Commission's  recommended  adjustment  for  case- 
mix  change  has  three  parts.  The  first  component  is 
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a  negative  adjustment  for  the  CMI  increase  from 
the  previous  year.  This  is  removed  from  the  pay- 
ment base  because  it  includes  the  effects  of 
upcoding.  Two  positive  allowances  are  then  made 
for  real  case-mix  change:  one  for  real,  across-DRG 
CMI  change  and  another  for  within-DRG  case- 
complexity  change.  This  methodology  allows  hos- 
pitals to  keep  increased  payments  for  real  changes 
in  the  resources  used  to  treat  patients,  but  not  for 
changes  in  medical  record  documentation  and  cod- 
ing practices. 

Annual  CMI  change  has  generally  declined  over 
time.  However,  this  downward  trend  has  been  inter- 
rupted when  DRG  changes  created  new  opportuni- 
ties for  upcoding.  ProPAC  estimates  that  the  CMI 
increased  by  2.5  percent  in  1990.  Patient  classifi- 
cation changes  implemented  in  1991  are  expected 
to  create  additional  potential  for  upcoding. 
Because  of  expected  upcoding,  the  Commission 
projects  that,  rather  than  declining,  CMI  change 
will  again  be  2.5  percent  in  1991  and  2.3  percent 
in  1992. 

The  Commission's  estimate  of  real  CMI  change 
is  based  on  previous  studies  that  apportioned  CMI 
change  into  real  and  upcoding  components,  and 
judgments  about  the  future.  ProPAC  estimated  that 
slightly  more  than  half  of  the  CMI  change  in  1990 
was  real.  The  Commission  believes  that  about  half, 
or  1.3  percent,  of  the  CMI  change  in  1991  will  be 
real. 

The  estimate  of  within-DRG  case-complexity 
change  was  based  on  a  study  conducted  under 
contract  for  ProPAC.  The  contractor  estimated  the 
amount  of  within-DRG  case-complexity  change 
from  1988  to  1989  by  applying  two  patient  classifi- 
cation systems  to  Medicare  discharge  data,  while 
holding  the  DRG  constant.  The  contractor  esti- 
mated that  case  complexity  increased  by  0.3  per- 
cent over  this  period.  The  Commission  estimates 
that  case-complexity  change  in  1991  will  be  0.2 
percent.  This  estimate  is  based  on  the  application 
of  the  study  findings  to  more  recent  data. 

During  the  first  seven  years  of  PPS,  CMI  change 
generated  higher  payment  increases  than  those  re- 
sulting from  the  annual  updates  and  all  other 
payment  policy  changes  combined.  Given  the  im- 
portance of  case-mix  change  and  the  failure  of 
CMI  change  to  diminish  as  much  as  expected  over 


time,  the  Commission  will  continue  to  study  this 
topic.  See  Appendix  A  for  more  information  on 
case-mix  change. 

Differential  Updates-ProPAC  supports  OBRA's 
provisions  to  eliminate  the  difference  between  the 
standardized  amounts  for  hospitals  in  other  urban 
areas  (metropolitan  areas  with  fewer  than  one  mil- 
lion people)  and  rural  areas.  The  difference  should 
be  eliminated  by  fiscal  year  1995  by  providing 
higher  updates  to  rural  hospitals.  ProPAC  recom- 
mended in  1990  eliminating  the  differential  and  is 
pleased  this  policy  has  been  adopted.  Therefore, 
an  additional  adjustment  of  1.0  percentage  points 
should  be  added  to  the  update  for  rural  hospitals. 

Since  the  beginning  of  PPS,  the  differences 
between  urban  and  rural  hospitals'  costs  and  pay- 
ments have  changed.  This  is  primarily  the  result  of 
two  trends.  Increases  in  payments  due  to  case-mix 
index  change  have  been  higher  in  urban  hospitals 
than  in  rural  hospitals.  In  addition,  rural  hospitals 
have  had  larger  declines  in  inpatient  volume,  rais- 
ing fixed  costs  per  case. 

The  Commission  continues  to  believe  that  pay- 
ments under  PPS  should  take  into  account  those 
factors  that  are  beyond  the  control  of  hospitals  and 
are  known  to  increase  hospital  costs.  Until  these 
factors  are  better  understood  and  measured,  the 
elimination  of  the  differential  will  help  to  ensure 
access  to  care  for  rural  beneficiaries.  As  specific 
reasons  for  these  cost  differences  are  better  ex- 
plained, other,  more  targeted  changes  to  rural 
hospital  payments  will  be  recommended. 

Recommendation  2:  Data  for  Evaluating 
Case-Mix  Index  Change 

The  Secretary  should  collect  the  data  nec- 
essary to  apportion  case-mix  index  change 
into  its  real  and  upcoding  components. 

Case-mix  index  change  is  the  largest  single 
source  of  payment  increases  under  PPS,  yet  it  is 
difficult  to  determine  how  much  of  these  increases 
are  due  to  real  changes  in  patient  resource  require- 
ments. The  most  accurate  way  to  analyze  CMI 
change  is  by  examining  medical  records.  For  the 
past  two  years,  HCFA,  with  support  from  ProPAC, 
has  sponsored  a  study  of  CMI  change  that  used  the 
medical  record  reabstraction  approach.  This  study 
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produced  estimates  of  real  CM!  change  and 
upcoding.  However,  it  cannot  be  replicated.  The 
data  source  on  which  it  was  based,  medical  records 
collected  by  the  SuperPRO  for  use  in  evaluating 
PRO  performance,  no  longer  provides  a  representa- 
tive sample  of  PPS  cases. 

A  representative  sample  of  medical  records  that 
can  be  updated  annually  is  needed  if  analysis  of 
CMI  change  is  to  continue.  Although  there  may  be 
other  potential  sources,  the  SuperPRO  sample 
could  again  be  used  for  this  type  of  study  if  the 
sampling  scheme  were  appropriately  modified. 

The  Commission  believes  that  CMI  change  con- 
tinues to  warrant  serious  examination.  If  major 
improvements  to  the  case-classification  system  are 
adopted,  as  have  been  proposed,  the  potential  for 
upcoding-and  therefore  the  need  to  separate  CMI 
change  into  its  real  and  upcoding  components-will 
increase.  ProPAC  will  continue  to  support  HCFA  in 
its  efforts  to  analyze  the  components  of  CMI 
change. 

Rural  Hospital  Payment 

Since  the  implementation  of  PPS,  numer- 
ous changes  have  been  made  in  Medicare 
policies  to  reflect  the  changing  pattern  of 
rural  health  care  delivery.  While  rural  and 
urban  hospitals  currently  exhibit  similar 
overall  financial  performance,  some  rural 
hospitals  continue  to  fare  poorly  under 
PPS.  Several  improvements  in  PPS  policies 
have  been  enacted  recently,  and  it  is  too 
soon  to  evaluate  their  effects.  Other  changes, 
such  as  eliminating  the  differential  in  the 
standardized  amounts,  are  being  phased 
in.  Current  PPS  policies  may  not  be  ap- 
propriate for  some  rural  hospitals,  and  the 
Commission  is  continuing  its  analyses  of 
specific  problems  these  hospitals  face.  A 
congressionally  requested  report,  to  be  is- 
sued in  mid-1991,  will  contain  additional 
findings  and  recommendations.  These  rec- 
ommendations will  suggest  policy  reforms 
more  tailored  to  the  specific  problems  faced 
by  some  rural  hospitals. 

Many  factors  have  affected  the  use  and  financial 
condition  of  hospitals  in  rural  areas.  These  include 
changes  in  patient  demographics,  rural  economies, 


the  use  of  hospitals  by  rural  beneficiaries,  physi- 
cian availability,  and  third-party  payment  policies. 
While  many  of  these  factors  are  not  directly  related 
to  the  Medicare  program,  under  PPS  rural  hospi- 
tals have  generally  not  fared  as  well  financially  as 
urban  hospitals. 

The  poorer  performance  of  some  rural  hospitals 
is  related  to  two  separate  trends.  First,  rural  hospi- 
tals have  experienced  large  declines  in  the  demand 
for  inpatient  care.  Because  fixed  costs  are  spread 
over  fewer  cases,  costs  per  discharge  have  in- 
creased faster  than  Medicare  payment  rates.  Sec- 
ond, the  Medicare  case-mix  index,  which  in  part 
determines  PPS  payments,  has  increased  less  rap- 
idly and  led  to  smaller  increases  in  payments  for 
rural  hospitals  compared  with  urban  hospitals.  In 
the  fifth  year  of  PPS,  rural  hospital  PPS  margins 
averaged  -2.3  percent,  while  urban  hospital  PPS 
margins  averaged  3.6  percent. 

However,  not  all  rural  hospitals  are  doing  poorly: 
during  the  same  year,  a  quarter  of  all  rural  hospi- 
tals had  PPS  margins  of  at  least  8.5  percent. 
Furthermore,  rural  hospitals'  total  hospital  margins 
are  significantly  higher  than  their  PPS  margins  and 
are  similar  to  the  total  margins  of  urban  hospitals. 
Thus,  some  rural  hospitals  are  in  little  or  no 
financial  distress. 

These  mixed  results  may  reflect  the  broad  nature 
of  many  of  the  policy  reforms  adopted  to  date. 
Higher  annual  rural  updates,  improvements  in  the 
wage  index,  the  shift  from  hospital  to  discharge 
weighting,  and  the  creation  of  separate  outlier 
financing  pools  for  rural  hospitals  have  increased 
payments  to  all  rural  hospitals.  However,  they  have 
not  targeted  these  increases  to  hospitals  with  spe- 
cific problems.  Most  importantly,  the  Commission 
is  concerned  that  a  per-case  payment  system  like 
PPS  puts  small  hospitals  and  hospitals  experienc- 
ing large  volume  declines  at  substantial  risk. 

To  better  understand  the  nature  of  the  problems 
facing  rural  hospitals  in  distress,  the  Commission 
is  conducting  several  analyses.  Its  findings  and 
recommendations  will  be  included  in  a  report  re- 
quested by  the  Senate  Appropriations  Committee. 
To  be  completed  in  mid- 1991,  this  report  will  help 
identify  potential  policy  solutions  for  the  particular 
problems  of  subsets  of  rural  hospitals  for  which 
current  PPS  policies  may  be  inappropriate. 
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The  Commission  has  organized  its  analyses  of 
rural  hospitals  around  the  potential  problems  these 
institutions  face.  In  one  study,  ProPAC  is  estimat- 
ing the  impact  of  changes  in  rural  hospital  payment 
policy  under  PPS.  This  analysis  will  assess  the 
contributions  of  changes  in  Medicare  policy,  case 
mix,  and  volume  to  the  financial  condition  of  these 
institutions.  In  another  study,  the  Commission  is 
examining  the  role  of  declines  and  volatility  in 
volume  in  shaping  hospital  performance.  This  study 
will  assess  the  impact  of  a  possible  automatic 
volume  adjustment  for  hospitals  experiencing  large 
declines  in  volume.  In  addition,  the  Commission 
will  examine  the  effect  of  large  volume  declines  on 
fixed  and  average  costs  and  the  implications  for 
payments. 

Low  volume  and  differences  in  resource  use  may 
also  affect  the  adequacy  of  the  current  DRG 
weights,  and  thus  payments,  for  rural  hospitals. 
Given  their  size  and  occupancy,  some  rural  hospi- 
tals may  not  have  the  volume  necessary  to  produce 
sufficiently  low  average  costs  per  case  so  that  their 
payments  cover  their  actual  costs.  Low- volume 
hospitals  also  may  be  adversely  affected  by  the 
high  variability  in  the  costs  of  their  cases.  Since 
PPS  payments  are  based  on  national  average 
amounts,  low- volume  hospitals  may  experience 
greater  year-to-year  variation  in  their  PPS  perfor- 
mance. In  addition,  it  is  possible  that  national 
weights  may  be  unfair  because  weights  based  on 
rural  hospitals'  costs  may  be  quite  different  from 
those  based  on  urban  hospital  costs. 

Finally,  ProPAC  is  concerned  that  the  current 
definition  of  sole  community  hospitals  is  ineffec- 
tive in  identifying  hospitals  requiring  special  pro- 
tection to  ensure  rural  beneficiaries'  access  to  care. 
Both  access  to  care  and  hospital  performance  will 
be  considered  in  evaluating  whether  a  subset  of 
hospitals  requires  special  protection  and,  if  so, 
how  best  to  accomplish  this. 

These  analyses  will  provide  important  informa- 
tion on  the  nature  and  extent  of  the  problems 
experienced  by  rural  hospitals.  They  will  suggest 
more  tailored  policy  reforms  directed  at  the 
specific  problems  that  some  rural  hospitals  are 
experiencing.  Implicitly,  the  studies  also  investi- 
gate the  appropriateness  of  PPS  for  small,  low- 
volume  hospitals.  The  Commission  is  aware, 
however,  that  many  factors  shape  rural  hospital 
financial  status.  Only  some  of  these  are  related  to 


the  adequacy  and  distribution  of  PPS  payments. 
While  the  Medicare  program  cannot  be  expected  to 
reverse  the  effects  of  broader  shifts  in  the  economy 
or  demographics,  it  should  help  ensure  access  to 
care  for  all  its  beneficiaries. 

Teaching  and  Disproportionate 
Share  Hospital  Payment 

PPS  payments  are  adjusted  to  recognize  the 
indirect  costs  of  graduate  medical  education  pro- 
grams and  the  additional  costs  faced  by  hospitals 
that  provide  care  to  a  disproportionate  share  of 
low-income  patients.  The  adjustment  for  indirect 
medical  education  costs  is  based  on  a  measure  of 
the  hospital's  teaching  intensity,  determined  by  the 
ratio  of  interns  and  residents  per  bed.  The  adjust- 
ment for  disproportionate  share  hospitals  is  based 
on  the  hospital's  low-income  share,  which  is  de- 
fined as  the  sum  of  two  proportions:  the  proportion 
of  patient  days  accounted  for  by  Medicaid  patients 
and  the  proportion  of  Medicare  patient  days  ac- 
counted for  by  patients  who  also  receive  Supple- 
mental Security  Income  (SSI)  payments. 

Recently,  these  adjustments  have  been  the  sub- 
ject of  increasing  attention.  The  Administration 
has  proposed  sharp  reductions  in  the  IME  adjust- 
ment in  each  of  the  past  several  years.  The  Com- 
mission has  proposed  comparatively  slight 
reductions,  but  the  IME  adjustment  remains  ap- 
proximately 7.7  percent  for  every  10  percent  incre- 
ment in  teaching  intensity.  ProPAC  estimates  that 
the  IME  adjustment  accounts  for  5.4  percent  of 
total  PPS  payments  under  fiscal  year  1991  payment 
rules. 

The  DSH  adjustment  was  added  to  PPS  in  fiscal 
year  1986,  and  its  importance  has  grown  since 
then.  In  OBRA  1989,  Congress  increased  the  size 
of  the  adjustment  for  many  disproportionate  share 
hospitals  as  well  as  the  number  of  hospitals  in  rural 
areas  that  qualify  for  an  adjustment.  In  OBRA 
1990,  the  Congress  again  substantially  increased 
the  size  of  the  adjustment,  primarily  for  hospitals 
in  urban  areas.  Under  fiscal  year  1991  payment 
rules,  the  DSH  adjustment  accounts  for  an  esti- 
mated 4.1  percent  of  total  PPS  payments. 

ProPAC  has  analyzed  the  IME  and  DSH  adjust- 
ments, their  interaction,  and  their  effects  on  hospi- 
tal payments  and  financial  status.  Based  on  this 
analysis,  the  Commission  is  recommending  a 
reduction  in  the  level  of  the  IME  adjustment  together 
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with  increased  efforts  to  better  target  both  adjust- 
ments to  achieve  their  policy  objectives. 

Recommendation  3:  The  Indirect  Medical 
Education  Adjustment 

The  Commission  recommends  that  the  in- 
direct medical  education  adjustment  to  PPS 
payments  be  reduced  from  its  current  level 
of  7.7  percent  to  7.0  percent  for  fiscal  year 
1992.  This  reduction  should  be  imple- 
mented in  a  budget-neutral  fashion,  with 
the  anticipated  decrease  in  indirect  medi- 
cal education  payments  returned  to  all 
hospitals  through  corresponding  increases 
in  the  standardized  payment  amounts. 

The  IME  adjustment  is  intended  to  recognize  the 
higher  costs  incurred  by  teaching  hospitals  in  the 
treatment  of  Medicare  patients.  These  costs  have 
been  attributed  to  the  treatment  of  patients  with 
more  severe  or  complex  illnesses,  the  provision  of 
a  broader  scope  and  greater  intensity  of  services, 
the  use  of  a  more  costly  mix  of  staff,  and  greater 
facility  expenses. 

ProPAC  annually  estimates  the  relationship  be- 
tween teaching  intensity  and  Medicare  operating 
costs  per  discharge,  adjusted  for  differences  in 
other  PPS  payment  factors.  These  factors  include 
geographic  differences  in  the  PPS  base  payment 
amounts,  the  local  area  wage  index,  the  hospital's 
Medicare  case-mix  index,  the  DSH  adjustment, 
and  outlier  payments.  The  most  recent  analysis  was 
based  on  cost  data  from  the  fifth  year  of  PPS  and 
payment  rules  for  fiscal  year  1991.  The  results 
indicate  that,  on  average,  a  10  percent  difference  in 
teaching  intensity  is  associated  with  a  2.1  percent 
difference  in  Medicare  operating  costs  per  discharge. 

This  year,  however,  the  Commission  also  esti- 
mated the  same  relationship  without  adjusting  for 
DSH  payments.  This  approach  was  designed  to 
determine  the  effect  of  teaching  intensity  on  costs, 
separate  from  the  influence  of  DSH  payments. 
This  reflects  the  Commission's  determination  that 
the  IME  and  DSH  adjustments  have  essentially 
different  policy  objectives,  although  there  is  sub- 
stantial overlap  between  them.  The  objectives  of 
the  IME  and  DSH  adjustments  are  discussed  fur- 
ther below. 


Omitting  the  DSH  adjustment  from  the  analysis 
increased  the  estimated  teaching  intensity  effect  to 
4.2  percent.  This  indicates  that  DSH  payments 
account  for  about  half  of  the  difference  in  costs 
that  would  otherwise  be  attributed  to  teaching 
intensity. 

The  Commission  recognizes  that,  since  PPS 
began,  the  Medicare  program  has  more  than  ade- 
quately compensated  teaching  hospitals  for  the 
costs  of  treating  Medicare  patients.  The  current 
7.7  percent  IME  adjustment  is  substantially  higher 
than  the  empirical  estimate  of  4.2  percent  indi- 
cated by  the  most  recent  analysis.  Moreover,  PPS 
operating  margins  consistently  have  been  higher  for 
teaching  hospitals  than  for  non-teaching  hospitals. 
PPS  margins  for  major  teaching  hospitals-a  small 
group  of  hospitals  that  receive  a  majority  of  IME 
payments-have  been  especially  high. 

However,  the  overall  financial  performance  of 
major  teaching  hospitals  has  been  poor  relative  to 
other  hospitals.  Major  teaching  hospitals  have  had 
lower  total  margins  than  other  hospital  groups.  The 
pattern  of  IME  payments  across  hospitals  indicates 
that  these  payments  are  concentrated  among  hospi- 
tals with  low  total  margins.  The  Commission  is 
concerned  that  the  continued  operation  of  these 
hospitals  and  the  fulfillment  of  their  unique  role  in 
the  provision  of  health  care  might  be  impaired 
without  continued  Federal  support. 

The  Commission  believes  that  the  Medicare 
program's  responsibility  to  its  enrollees  is  broader 
than  merely  the  payment  of  Medicare  operating 
costs.  This  responsibility  includes  the  maintenance 
of  access  to  high-quality  health  care,  which  might 
be  affected  adversely  if  the  poor  financial  status  of 
major  teaching  hospitals  were  to  worsen.  A  sharp 
reduction  of  the  IME  adjustment  might  have  that 
undesirable  effect. 

Given  these  considerations,  the  Commission 
believes  that  a  gradual  reduction  of  the  IME  ad- 
justment is  a  prudent  course  of  action.  This  reduc- 
tion should  be  implemented  in  conjunction  with 
better  targeting  of  payments  to  the  teaching  and 
other  hospitals  in  most  need.  The  ProPAC  recom- 
mendation would  reduce  the  adjustment  by  one- 
fifth  of  the  difference  between  its  current  level  and 
the  Commission's  empirical  estimate  of  4.2  per- 
cent. Before  recommending  further  reductions,  the 
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Commission  will  examine  the  financial  status  of 
teaching  hospitals  to  avoid  any  deleterious  affects 
on  access  to  high-quality  care  for  Medicare 
beneficiaries. 

This  approach  recognizes  as  an  ultimate 
objective  the  use  of  the  IME  adjustment  to  appro- 
priately compensate  for  differences  in  Medicare 
costs  that  are  attributable  to  differences  in  teaching 
intensity.  At  the  same  time,  the  DSH  adjustment  or 
a  future  refinement  of  that  adjustment  should  be 
used  to  fulfill  the  broader  social  responsibilities  of 
the  Medicare  program  as  efficiently  as  possible. 
No  preferable  alternative  to  the  DSH  adjustment  is 
available  at  this  time,  but  the  amount  of  informa- 
tion on  this  issue  has  grown  rapidly  in  the  past 
year.  The  Commission's  agenda  for  refining  the 
DSH  adjustment  is  discussed  further  in  the  next 
section. 

The  Commission  therefore  recommends  a 
reduction  in  the  IME  adjustment  from  its  current 
level  of  7.7  percent  to  7.0  percent  for  fiscal  year 
1992.  The  anticipated  decrease  in  IME  payments 
that  would  result  from  this  reduction  should  be 
exactly  offset  by  corresponding  increases  in  the 
standardized  payment  amounts  for  urban  and  rural 
hospitals. 

As  stated  above,  reductions  in  the  IME 
adjustment  should  be  considered  in  the  context  of 
their  interaction  with  the  other  components  of  the 
payment  system  and  their  effect  on  PPS  payments, 
as  well  as  hospitals'  overall  financial  status.  The 
impact  on  the  quality  of  care  and  access  to  that 
care  should  also  be  considered.  In  general,  any 
change  in  Medicare  payment  policy  must  be  con- 
sidered in  terms  of  its  effect  on  the  health  care 
system  as  a  whole. 

Toward  this  end,  the  Commission  has  intensified 
its  attempts  to  understand  the  effects  of  factors 
external  to  the  Medicare  program  and  their  interac- 
tions with  Medicare  payment.  Several  of  these 
factors-such  as  the  burden  of  uncompensated  care, 
which  is  discussed  later  in  this  chapter-may  affect 
the  environment  in  which  teaching  hospitals  oper- 
ate, and  thus  be  important  in  determining  the 
appropriate  way  to  pay  them. 


In  the  coming  year,  ProPAC  will  continue  to 
examine  the  level  and  structure  of  the  IME  adjust- 
ment, as  well  as  other  factors  that  influence  pay- 
ments and  costs  for  teaching  hospitals  and  their 
financial  condition.  The  distribution  of  PPS  and 
total  margins  and  the  other  effects  of  potential 
changes  in  the  IME  adjustment  will  also  be  stud- 
ied. A  description  of  ProPAC 's  most  recent  analy- 
sis is  in  Appendix  A. 

The  Disproportionate  Share  Adjustment 

The  Commission  believes  it  is  important  to 
examine  the  structure  of  the  disproportion- 
ate share  adjustment  and  the  interaction 
between  this  adjustment  and  other  elements 
of  the  health  care  financing  system,  both 
within  and  beyond  the  Medicare  program. 
This  examination  will  focus  on  developing 
changes  that  will  better  target  the  payments 
made  under  the  disproportionate  share  ad- 
justment to  achieve  its  policy  objectives. 

One  purpose  of  the  DSH  adjustment  is  to 
recognize  the  additional  costs  faced  by  hospitals 
that  treat  a  disproportionate  share  of  indigent  pa- 
tients in  treating  all  patients,  including  those  cov- 
ered by  Medicare.  These  costs  are  attributable  to 
greater  severity  of  illness  among  poor  patients  in 
any  diagnosis-related  group,  and  greater  difficulty 
in  arranging  for  post-acute  care  for  these  patients. 
In  addition,  there  are  indirect  costs-such  as  bilin- 
gual staff  and  additional  security  requirements- 
associated  with  operating  in  areas  accessible  to  the 
poor. 

There  is  substantial  overlap  between  the 
hospitals  that  receive  the  IME  and  DSH  adjust- 
ments. Under  fiscal  year  1991  payment  rules,  dis- 
proportionate share  hospitals  receive  more  than 
two- thirds  of  all  IME  payments,  and  teaching  hos- 
pitals receive  about  two-thirds  of  all  DSH  payments. 

However,  ProPAC 's  analysis  indicates  that, 
unlike  teaching  hospitals,  disproportionate  share 
hospitals  generally  do  not  have  significantly  higher 
Medicare  costs  than  other  hospitals.  Urban  hospi- 
tals with  large  shares  of  low-income  patients  are 
the  only  exception  to  this  finding. 
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Like  teaching  hospitals,  disproportionate  share 
hospitals  have  been  more  than  compensated  for 
their  Medicare  costs.  PPS  margins  for  dispropor- 
tionate share  hospitals  are  substantially  higher  than 
for  other  hospitals.  However,  disproportionate  share 
hospitals  have  low  total  margins. 

There  also  is  overlap  in  financial  status  by 
teaching  and  disproportionate  share  status.  Hospi- 
tals that  receive  both  IME  and  DSH  adjustments  to 
their  PPS  payments  have  the  highest  PPS  margin  as 
a  group,  while  hospitals  that  receive  neither  adjust- 
ment have  the  lowest  PPS  margin.  However,  the 
total  margin  for  the  teaching  and  disproportionate 
share  group  is  lower  than  for  the  other  groups. 

Of  particular  note  is  the  poor  overall  financial 
condition  of  disproportionate  share  hospitals  in  the 
cores  of  large  urban  areas.  These  hospitals  provide 
the  main  link  to  the  health  care  system  for  many 
people  who  are  too  poor  to  pay  for  medical  care. 
Without  appropriate  Federal  support,  many  of  these 
hospitals  might  lack  the  resources  to  provide  the 
care  required  by  the  population  they  serve. 

The  Commission  believes  that,  although  the  re- 
lationship between  disproportionate  share  status 
and  Medicare  costs  is  not  strong,  this  may  be  due 
to  the  revenue  constraints  historically  faced  by 
hospitals  that  provide  the  bulk  of  care  to  the  poor. 
Moreover,  it  is  appropriate  for  the  Federal  govern- 
ment to  subsidize  continued  access  to  care  for  this 
population,  which  includes  many  Medicare  benefi- 
ciaries. Although  it  could  be  argued  that  more 
direct  policy  initiatives  would  be  more  effective  in 
accomplishing  this  goal,  the  Medicare  and  Medi- 
caid programs  are  currently  the  primary  vehicles  for 
such  financial  support. 

In  this  context,  the  Commission  believes  it  is 
important  to  improve  the  allocation  of  IME  and 
DSH  payments  to  fulfill  two  objectives.  One  is  the 
program-specific  objective  of  appropriately  com- 
pensating hospitals  for  their  Medicare  costs.  The 
other  is  the  broader  objective  of  maintaining  access 
to  care  for  the  Medicare  population  and  others. 

ProPAC  has  undertaken  several  analyses  of  the 
structure  of  the  IME  and  DSH  adjustments  and 
their  effects,  and  also  of  factors  that  might  indicate 
better  ways  to  target  IME  and  DSH  payments. 
These  analyses  indicate  that,  although  both  IME 
and  DSH  payments  appear  to  be  concentrated 


among  hospitals  with  low  total  margins,  such  pay- 
ments also  are  received  by  hospitals  that  were  not 
in  poor  financial  condition  in  the  fifth  year  of  PPS . 
Moreover,  the  patterns  of  IME  and  DSH  payments 
across  hospitals  do  not  seem  to  correspond  well  to 
the  pattern  of  uncompensated  care  burden  (see  the 
discussion  of  uncompensated  care  later  in  this 
chapter). 

Neither  total  margin  nor  uncompensated  care 
burden  is  necessarily  a  good  indicator  of  the  appro- 
priateness of  the  distribution  of  IME  or  DSH 
payments.  However,  these  analyses  show  that,  re- 
gardless of  the  measure,  the  current  targeting  of 
IME  and  DSH  payments,  while  in  the  right  direc- 
tion, leaves  room  for  improvement. 

In  its  recommendation  on  the  IME  adjustment, 
the  Commission  states  that  the  DSH  adjustment  or 
a  future  refinement  of  that  adjustment  should  be 
used  to  fulfill  the  broader  social  responsibilities  of 
the  Medicare  program  as  efficiently  as  possible. 
The  Commission  will  focus  in  the  coming  year  on 
developing  information  on  the  effects  of  the  cur- 
rent DSH  adjustment  and  the  feasibility  of  alterna- 
tives to  that  adjustment.  ProPAC  also  urges  the 
Secretary  of  Health  and  Human  Services  to  pursue 
this  line  of  analysis-including  the  analysis  and 
development  of  more  direct  methods  beyond  Medi- 
care for  fulfilling  the  Federal  government's  broader 
responsibilities  to  maintain  access  to  high-quality 
health  care  for  the  entire  population. 

Other  Adjustments  to  PPS 

Recommendation  4:  Improving  the  Area  Wage 
Index 

The  Secretary  should  collect  data  on 
employee  compensation  and  paid  hours  of 
employment  for  hospital  workers  by  occu- 
pational category.  Once  these  data  become 
available,  the  Secretary  should  implement 
an  adjustment  in  the  area  wage  index.  This 
adjustment  would  correct  for  the  inappro- 
priate inclusion  in  the  wage  index  of  geo- 
graphic differences  in  the  mix  of  occupations 
employed. 

Hospital  expenditures  for  labor  vary  across  geo- 
graphic areas  because  of  differences  in  the  price  of 
labor  and  the  occupational  mix  employed  by  hospi- 
tals. The  price  of  labor  varies  across  areas  because 
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of  differences  in  the  cost  of  living  and  other  local 
market  conditions.  The  occupational  mix  varies 
across  areas  due  to  differences  in  the  complexity 
of  services  produced  in  an  area,  the  supply  of 
certain  occupations,  and  staffing  practices.  Cur- 
rently, the  HCFA  wage  index  reflects  variations  in 
the  mix  of  occupations  as  well  as  the  price  of 
labor. 

The  Commission  believes  that  compensating  hos- 
pitals through  the  area  wage  index  for  differences 
in  occupational  mix  across  areas  is  inconsistent 
with  the  design  of  PPS.  Differences  in  expendi- 
tures caused  by  variation  in  the  price  per  unit  of 
labor  are  beyond  the  hospital's  control.  Differences 
in  expenditures  due  to  variations  in  the  mix  of 
occupations  employed,  however,  are  either  within 
the  hospital's  control  or  are  already  accounted  for 
by  other  adjustments  in  PPS. 

ProPAC's  study  of  1988  California  hospital  wage 
and  hour  data  suggests  that  an  adjustment  for 
occupational  mix  would  increase  the  wage  index 
values  in  rural  areas  and  decrease  the  values  in 
large  urban  areas.  In  this  study,  the  wage  index 
value  for  rural  California  would  have  risen  by  about 
3.0  percent.  The  change  in  the  wage  index  ranged 
from  a  2.4  percent  decrease  for  Oakland  (popula- 
tion 1.8  million)  to  a  7  percent  increase  for  Yuba 
City  (population  101,000).  Further,  the  adjustment 
appeared  to  decrease  the  variation  in  wage  index 
values  across  areas.  This  means  that  the  current 
wage  index  tends  to  overcompensate  areas  with 
high  wage  index  values  and  undercompensate  areas 
with  low  wage  index  values. 

Last  year,  the  Commission  examined  the  effect 
of  adjusting  the  wage  index  using  Bureau  of  the 
Census  wage  data  on  occupations  typically  em- 
ployed in  hospitals  and  American  Hospital  Associ- 
ation full-time  equivalent  (FTE)  employment  data. 
ProPAC  found  that  holding  differences  in  occupa- 
tional mix  constant  across  areas  would  increase  the 
wage  index  values  in  more  than  75  percent  of  rural 
areas.  The  median  wage  index  in  urban  areas, 
however,  would  decline  slightly.  The  urban  and 
rural  findings  varied  by  region.  The  wage  index 
values  in  both  urban  and  rural  areas  would  increase 
in  the  South  but  decline  in  the  Northeast.  The 
regional  effect  likely  reflects  the  location  of  hospi- 
tals with  a  more  expensive  occupational  mix,  teach- 
ing hospitals,  relatively  large  institutions,  and 
hospitals  in  large  metropolitan  statistical  areas 


(MS As).  Finally,  wage  index  values  in  some  areas 
were  affected  more  than  in  others.  In  Montana  and 
in  some  small  southern  MS  As,  the  increase  in 
these  values  was  three  to  six  times  higher  than  the 
average  1 . 8  percent  increase  in  rural  areas . 

The  impact  on  the  distribution  of  payments 
among  hospitals  would  depend  on  how  the  new 
adjusted  wage  index  is  implemented.  Under  the 
current  system,  the  3  percent  increase  in  the  wage 
index  for  rural  California  indicated  by  the  recent 
study  would  result  in  a  payment  increase  of  about 
2  percent. 

The  Commission  has  considered  the  feasibility 
and  burden  of  collecting  the  data  on  wages  and 
paid  hours  of  employment  necessary  to  adjust  for 
occupational  mix.  The  California  experience  indi- 
cates that  hospital  reporting  of  these  data  is  clearly 
feasible.  In  addition,  several  other  states  have  re- 
porting systems  similar  to  the  system  in  California. 

Although  ProPAC  did  not  formally  measure  the 
burden  of  hospital  reporting,  the  example  of  hospi- 
tals in  California  and  elsewhere  indicates  that  the 
cost  would  not  be  prohibitive.  Once  such  a  system 
is  implemented,  the  ongoing  cost  of  reporting  wage 
and  hour  data  by  occupational  category  is  likely  to 
be  quite  small.  The  Commission  recommends  pro- 
spective implementation  of  occupational  defini- 
tions and  data  collection  methods  to  minimize 
administrative  burden  and  improve  the  accuracy  of 
the  data.  In  addition,  the  data  should  be  collected, 
as  in  California,  by  cost  centers.  This  would  allow 
the  development  of  separate  wage  indexes  for  inpa- 
tient and  ambulatory  services.  Finally,  the  Com- 
mission believes  that  data  on  hours  worked  and 
expenditures  for  contract  labor  should  be  collected 
by  occupation  and  cost  center.  This  would  permit 
an  evaluation  of  the  impact  of  including  contract 
labor  in  the  wage  index. 

ProPAC  also  considered  the  potential  impact  of 
state  codes  and  staffing  requirements  on  variations 
in  hospital  occupational  mix.  Some  have  argued 
that  local  staffing  practices  are  not  fully  within  the 
hospital's  control  because  of  state  minimum  staff- 
ing requirements.  If  this  were  true,  hospitals  in 
states  that  have  strict  requirements,  such  as  New 
York,  would  be  expected  to  have  relatively  high 
levels  of  occupational  mix.  However,  based  on  a 
ProPAC  analysis  of  American  Hospital  Association 
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data,  the  typical  hospital  in  New  York  State  ap- 
pears to  have  an  occupational  mix  index  value  that 
is  only  slightly  higher  than  the  national  median. 

Recommendation  5:  Adjusting  Payments  for 
Acute  Myocardial  Infarction  Cases 

A  one-time  adjustment  should  be  made  in 
the  DRG  recalibration  process  used  in  cal- 
culating revised  DRG  weights  for  fiscal  year 
1992.  The  adjustment  would  be  designed  to 
prevent  continuation  of  errors  in  payment 
caused  by  changes  in  coding  and  DRG  as- 
signments for  patients  with  a  diagnosis  of 
myocardial  infarction. 

In  fiscal  year  1990,  HCFA  implemented  new, 
five-digit  codes  for  cases  with  a  diagnosis  of  myo- 
cardial infarction  (MI).  These  codes  distinguish 
patients  who  had  an  acute  MI  just  before  or  during 
their  hospital  stay  from  those  who  were  no  longer 
in  the  acute  phase  of  this  illness  at  the  time  of 
admission.  HCFA  also  reassigned  the  nonacute 
cases  from  the  acute  MI  DRGs  to  other  DRGs  that 
are  more  appropriate  in  terms  of  both  clinical 
characteristics  and  resource  use.  However,  histori- 
cal data  reflecting  these  coding  and  assignment 
changes  were  not  available.  Therefore,  HCFA  de- 
cided not  to  change  the  DRG  relative  weights  for 
either  the  acute  MI  DRGs  or  the  other  DRGs  to 
which  the  nonacute  MI  cases  were  reassigned. 

At  the  time,  the  Commission  was  concerned 
about  the  short-  and  long-term  payment  inequities 
resulting  from  these  decisions.  Weights  for  the 
acute  MI  DRGs  for  fiscal  years  1990  and  1991  are 
based  on  all  MI  cases,  both  acute  and  nonacute, 
treated  during  fiscal  years  1988  and  1989,  respec- 
tively. Consequently,  these  weights  are  inappropri- 
ately low  for  the  relatively  high-cost  acute  MI 
cases  assigned  to  these  DRGs  in  fiscal  year  1990 
and  later  years.  Similarly,  the  weights  for  other 
DRGs  do  not  account  for  the  nonacute  MI  cases 
that  are  now  reassigned  to  them  for  payment. 
Preliminary  evidence  suggests  that,  on  average, 
these  weights  are  also  too  low.  Therefore,  hospitals 
treating  patients  in  the  acute  MI  DRGs  and  the 
other  DRGs  affected  by  the  coding  and  assignment 
changes  were  underpaid  during  fiscal  year  1990. 
This  has  continued  during  fiscal  year  1991. 

The  problem  of  incorrect  weights  will  be  re- 
solved when  the  weights  are  recalculated  for  fiscal 


year  1992.  The  new  weights  will  be  based  on  fiscal 
year  1990  data,  which  reflect  the  coding  changes 
adopted  in  that  year.  Therefore,  it  will  be  possible 
to  calculate  correct  relative  weights  for  both  the 
acute  MI  DRGs  and  the  other  DRGs  affected  by 
the  reassignment  of  nonacute  MI  cases. 

However,  the  Commission  continues  to  be  con- 
cerned that  the  recalibration  process,  which  is  used 
to  revise  the  weights  each  year,  ensures  that  the 
underpayments  in  fiscal  years  1990  and  1991  will 
be  carried  forward  into  the  future.  In  recalibration, 
the  fiscal  year  1992  weights  will  be  adjusted  pro- 
portionately so  that  the  average  weight  for  all  1990 
cases  is  the  same,  whether  fiscal  year  1991  or 
1992  weights  are  used.  In  addition,  current  law 
requires  the  Secretary  to  make  further  adjustments, 
as  necessary,  to  ensure  that  the  1992  DRG  classifi- 
cation system  and  the  final  1992  weights  neither 
increase  nor  decrease  aggregate  PPS  payments  to 
hospitals. 

In  both  parts  of  this  process,  the  standard  of 
comparison  is  based  on  the  DRG  classification 
system  and  weights  for  fiscal  year  1991.  The  fiscal 
year  1991  weights,  however,  reflect  the  underpay- 
ment for  cases  included  in  the  acute  MI  DRGs  and 
the  other  DRGs  affected  by  reassigning  the  nonacute 
MI  cases.  Therefore,  the  overall  average  weight 
based  on  the  fiscal  year  1991  weights  will  be  too 
low.  Without  an  offsetting  adjustment,  the  under- 
payments that  occurred  in  fiscal  year  1991  will 
continue  to  affect  the  level  of  the  weights  for  all 
DRGs  in  fiscal  year  1992  and  later  years. 

To  avoid  perpetuating  these  unintended  errors  in 
payments,  the  Commission  recommends  that  HCFA 
make  a  compensating  adjustment  when  the  new 
weights  are  recalibrated  for  fiscal  year  1992. 
ProPAC  will  be  pleased  to  work  with  HCFA  to 
devise  an  appropriate  adjustment. 

Capital  Payment 

The  Commission  believes  that  Medicare 
capital  payment  policy  should  recognize 
hospitals'  prior  capital  expenditures  and 
related  financing  costs,  while  encouraging 
appropriate  and  efficient  investments.  Fur- 
ther, the  policy  should  be  designed  to  limit 
increases  in  aggregate  program  expendi- 
tures for  inpatient  hospital  care.  ProPAC 
will  evaluate  and  comment  on  the  forth- 
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coming  capital  payment  proposal  from  the 
Secretary  of  Health  and  Human  Services. 
It  will  recommend  modifications  to  the  pro- 
posal, as  appropriate,  or  an  alternative 
payment  approach,  if  warranted. 

The  Secretary  is  required  to  develop  a  prospec- 
tive payment  system  for  capital  to  be  implemented 
beginning  October  1,  1991.  Because  of  this  legis- 
lative requirement,  the  Commission  has  again 
turned  its  attention  to  Medicare  capital  payment 
policy.  In  1986  and  1987,  ProPAC  recommended 
that  capital  be  incorporated  in  an  all-inclusive 
prospective  payment  rate.  Given  changes  in  the 
hospital  environment,  however,  the  Commission 
has  chosen  to  lay  aside  its  previous  recommenda- 
tions and  reconsider  capital  payment  policy. 

Since  the  beginning  of  PPS,  it  has  been  intended 
that  hospital  capital  costs  would  be  incorporated 
under  the  DRG  payment  rate.  The  timing  of  this 
incorporation  has  been  repeatedly  delayed  through 
legislation,  for  technical  and  political  reasons.  Pol- 
icy makers  and  the  hospital  industry  have  had 
difficulty  developing  a  plan  for  prospective  pay- 
ment for  capital  because  capital  costs,  more  than 
operating  costs,  vary  significantly  across  similar 
institutions.  This  variation  is  due  to  many  factors, 
including  differences  in  the  timing  of  major  capital 
investments  and  various  financing  methods  and 
rates.  Capital  costs  associated  with  major  projects 
generally  extend  over  a  significant  period.  There- 
fore, hospital  managers  have  limited  ability  to 
adjust  existing  costs  to  adapt  to  changing  financial 
incentives  or  patient  demand. 

The  Commission  appreciates  that  a  change  in 
Medicare  capital  payment  may  be  disruptive  to 
some  hospitals.  On  the  other  hand,  there  are  im- 
portant arguments  for  applying  the  incentives  of 
PPS  to  capital  costs  as  well  as  to  operating  costs. 
Currently,  hospitals  may  have  incentives  to  choose 
capital  investments  over  operating  investments.  This 
is  because  Medicare  pays  for  operating  costs  on  a 
fixed,  prospective,  per-case  basis,  while  capital 
costs  are  paid  on  a  hospital-specific,  cost  basis 
with  a  discount.  The  Commission  will  balance 
these  concerns,  and  consider  information  about  the 
growth  in  capital  costs,  in  assessing  appropriate 
capital  payment  policy. 


Updating  and  Adjusting  Payments  to  PPS- 
Excluded  Hospitals  and  Distinct-Part  Units 

Since  the  implementation  of  Medicare's  pro- 
spective payment  system  in  1983,  psychiatric,  re- 
habilitation, long-term,  and  children's  hospitals 
and  psychiatric,  as  well  as  rehabilitation  distinct- 
part  units,  have  been  exempt.  Cancer  hospitals  were 
exempted  from  PPS  as  a  result  of  OBRA  1989. 
The  primary  reason  for  their  exemption  is  that 
DRGs  do  not  accurately  predict  resource  costs  for 
these  providers. 

PPS-excluded  hospitals  and  distinct-part  units 
are  subject  to  the  payment  limitations  and  incen- 
tives established  in  the  Tax  Equity  and  Fiscal 
Responsibility  Act  of  1982  (TEFRA).  They  are 
paid  on  the  basis  of  each  facility's  historical  costs 
trended  forward,  with  a  limit  placed  on  the  rate  of 
increase  in  per-case  reimbursable  costs.  These 
TEFRA  target  rate-of-increase  limits  are  updated 
annually.  The  target  rate  per  discharge  is  based  on 
hospital-specific  Medicare  costs  in  a  base  year. 
The  base  year  varies  depending  on  when  the  facil- 
ity was  constructed  or  converted  to  a  PPS-excluded 
category. 

Facilities  with  costs  less  than  the  target  rate  per 
discharge  receive  their  costs  plus  an  additional 
payment  that  is  the  lesser  of  50  percent  of  the 
difference  between  its  costs  and  the  TEFRA  target 
rate,  or  5  percent  of  the  TEFRA  target  rate.  Begin- 
ning in  fiscal  year  1992,  providers  with  costs  ex- 
ceeding their  target  rates  will  receive  50  percent  of 
this  difference  subject  to  a  payment  ceiling  of  110 
percent  of  the  target  amount. 

The  Secretary  is  required  to  provide  for  an 
exemption  from,  or  an  exception  and  adjustment 
to,  the  amount  of  payment  for  a  hospital  when 
events  beyond  the  hospital's  control  result  in  the 
increase  in  costs  for  a  reporting  period.  The  Ad- 
ministrator of  HCFA  is  required  to  provide  written 
guidance  to  the  intermediaries  and  hospitals  to 
assist  them  in  filing  complete  applications. 

The  TEFRA  target  rate-of-increase  limits  are 
updated  annually.  PPS-excluded  hospitals  and 
distinct-part  units  received  the  same  update  pro- 
vided to  PPS  hospitals  until  fiscal  year  1989.  The 
PPS  update,  however,  was  constrained  due  to 
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rapid  growth  in  PPS  payments  resulting  from  case- 
mix  index  increases.  Over  the  first  seven  years, 
payments  to  PPS  providers  increased  nearly  70 
percent,  reflecting  the  update  factor  and  reported 
changes  in  case  mix.  The  market  basket  increase 
during  this  period  was  about  35  percent.  However, 
PPS  updates,  and  thus  the  TEFRA  target  rates, 
increased  only  27  percent.  PPS-excluded  providers 
did  not  benefit  from  the  increased  payments  PPS 
hospitals  received  due  to  changes  in  the  CMI. 

Since  fiscal  year  1989,  Congress  has  set  the 
TEFRA  target  rate  update  equal  to  the  projected 
increase  in  the  market  basket,  as  recommended  by 
ProPAC.  Beginning  in  fiscal  year  1991,  the  Secre- 
tary implemented  a  separate  market  basket  for 
PPS-excluded  providers.  While  the  update  has  been 
legislated,  Congress  requires  the  Commission  and 
the  Secretary  of  HHS  to  make  their  own  recom- 
mendation for  an  annual  update  factor  to  the 
TEFRA  target  rates. 

Recommendation  6:  Amount  of  the  Update 
Factor  for  PPS-Excluded  Hospitals  and 
Distinct-Part  Units 

For  fiscal  year  1992,  the  target  rate  of 
increase  for  PPS-excluded  hospitals  and 
distinct-part  units  should  be  updated  to 
account  for  the  following  factors: 


•  The  projected  increase  in  the  HCFA  PPS- 
excluded  market  basket,  currently  esti- 
mated at  4.9  percent; 

•  An  adjustment  to  the  market  basket  of 
0.2  percentage  points,  to  reflect  the  dif- 
ference between  the  ProPAC  and  HCFA 
market  baskets; 

•  A  correction  for  substantial  error  in  the 
fiscal  year  1990  market  basket  forecast, 
currently  estimated  at  -1.0  percentage 
points;  and 

•  An  allowance  for  scientific  and  technolog- 
ical advancement  of  0.1  percentage  points. 

In  addition,  a  positive  allowance  should  be 
given  to  TEFRA  providers  that  entered  the 
program  before  fiscal  year  1989,  depending 
on  the  base  year  used  to  calculate  their 
target  rates.  This  allowance  reflects  the  dif- 
ference between  the  actual  updates  given  in 
earlier  years  and  the  market  basket  for 
that  year. 

The  legislated  update  to  the  TEFRA  target  rate 
is  the  projected  increase  in  the  market  basket.  The 
Commission  recommendation  results  in  an  average 
update  to  the  target  rate  equal  to  the  market  basket 
minus  0.7  percent  (see  Table  2-3).  ProPAC  be- 
lieves the  savings  achieved  from  this  reduction 


Table  2-3.  Recommended  PPS-Excluded  Update  Factor  for  Fiscal  Year  1992 


Components  of  the  Update  Factor 

Components  applied  to  all  hospitals  and  distinct-part  units: 


Fiscal  year  1992  PPS-excluded  market  basket  forecast*   4.9% 

Adjustment  to  reflect  ProPAC  version  of  PPS-excluded  market  basket*    0.2 

Correction  for  fiscal  year  1990  forecast  error    -1.0 

Allowance  for  scientific  and  technological  advancement    0.1 

Average  update  before  positive  allowance  adjustment   4.2 


Cumulative  positive  allowance  adjustment  by  year  of  exclusion 

1984-  1988    6.6 

1985-  1988    6.4 

1986-  1988    7.0 

1987-  1988    4.5 

1988    2.1 


Note:  For  more  information  on  the  computation  of  the  cumulative  positive  allowance  adjustment,  see  Appendix  A. 

*  Market  basket  forecast  provided  by  the  Health  Care  Financing  Administration,  Office  of  the  Actuary,  December  1990.  The  market  basket 
forecast  is  subject  to  change  as  more  current  forecasts  become  available. 


43 


should  be  used  to  help  offset  the  increased  costs 
resulting  from  the  positive  allowance  adjustment 
based  on  the  hospital's  base  year. 

PPS-Excluded  Market  Basket-The  update  rec- 
ommendation is  determined  primarily  by  projected 
increases  in  the  PPS-excluded  market  basket. 
HCFA  and  ProPAC,  however,  have  different  ver- 
sions of  the  market  basket.  HCFA's  version  is 
currently  projected  to  increase  by  4.9  percent  in 
fiscal  year  1992,  while  ProPAC 's  market  basket  is 
projected  to  increase  by  5.1  percent.  Since  the 
update  is  legislated  relative  to  a  market  basket  that 
HCFA  would  implement,  HCFA's  market  basket 
construction  would  likely  be  used  to  update  fiscal 
year  1992  payments. 

The  Commission  believes,  however,  that  its  ver- 
sion of  the  market  basket  best  reflects  changes  in 
hospital  input  prices  (prices  hospitals  pay  for  goods 
and  services)  and  therefore  should  be  used  to 
update  PPS-excluded  payment  rates.  While  HCFA 
adopted  most  of  the  Commission's  1990  recom- 
mendation on  the  market  basket,  it  failed  to  adopt 
the  key  provision  that  increased  the  weight  of 
internal  hospital  wages  used  in  the  wage  compo- 
nent of  the  market  basket.  The  Commission  be- 
lieves that  HCFA's  market  basket,  as  currently 
constructed,  does  not  adequately  recognize  the 
unique  characteristics  of  the  hospital  labor  market. 
Therefore,  ProPAC 's  update  recommendation  in- 
cludes a  0.2  percentage  point  adjustment  to  reflect 
the  difference  between  the  two  market  basket  fore- 
casts. See  Appendix  A  for  more  information. 

Forecast  Error  Correction-ProPAC's  update 
recommendation  also  includes  a  -1.0  percentage 
point  adjustment  for  fiscal  year  1990  market  basket 
forecast  error.  A  market  basket  forecast  of  5.5 
percent  was  used  to  set  payments  in  fiscal  year 
1990.  The  actual  market  basket  increase,  however, 
was  only  4.5  percent,  creating  a  forecast  error  of 
—  1.0  percentage  points.  ProPAC  continues  to  be- 
lieve the  correction  should  be  part  of  its  update 
framework.  The  correction  factor  protects  both 
hospitals  and  the  Federal  government  by  adjusting 
the  base  payment  rates  so  the  effects  of  forecast 
errors  are  not  perpetuated.  See  Appendix  A  for 
more  information  on  the  market  basket  forecast 
error  correction  factor. 


Scientific  and  Technological  Advancement- 

The  scientific  and  technological  advancement  al- 
lowance for  PPS-excluded  facilities  reflects 
ProPAC 's  judgment  about  the  appropriate  increase 
in  payments  to  implement  quality-enhancing  but 
cost-increasing  technology.  In  order  to  develop  an 
informed  judgment  on  the  allowance,  the  Commis- 
sion examines  a  set  of  the  most  important  new 
technologies  and  scientific  developments  each  year. 
Based  on  this  examination,  an  increase  of  0.1 
percentage  points  to  the  target  rates  is  needed  to 
offset  the  cost  of  new  technologies. 

Unlike  the  PPS  update,  a  productivity  adjust- 
ment is,  in  the  Commission's  view,  not  appropriate 
for  PPS-excluded  facilities.  The  productivity  ad- 
justment for  PPS  hospitals  is  based  on  the  belief 
that  Medicare  should  share  in  a  portion  of  the 
savings  generated  by  productivity  improvements. 
However,  Medicare  automatically  shares  in  these 
savings  under  TEFRA.  Facilities  with  costs  less 
than  the  target  amount  receive  their  costs,  plus  the 
lesser  of  5  percent  of  the  target  amount  or  50 
percent  of  the  difference  between  their  target 
amount  and  costs.  Therefore,  part  of  any  produc- 
tivity increase  is  factored  into  reduced  Medicare 
payments.  The  Commission  believes  that  further 
reductions  in  payments  for  productivity  improve- 
ment are  not  appropriate  for  PPS-excluded  providers. 

Positive  Adjustment  Allowance-Based  on  the 

Commission's  initial  analysis  of  PPS-excluded  fa- 
cilities, it  appears  that  the  earlier  a  provider  was 
excluded  from  PPS  the  more  financially  vulnerable 
it  has  become.  This  is,  in  part,  because  hospitals 
and  distinct-part  units  excluded  before  fiscal  year 
1989  received  the  same  update  provided  to  PPS 
hospitals.  The  PPS  update  was  reduced  to  account 
for  rapid  growth  in  payments  resulting  from  CMI 
increases.  PPS-excluded  providers,  however,  did 
not  benefit  from  increased  payments  due  to  CMI 
changes. 

In  the  Commission's  view,  these  providers  should 
have  received  the  full  increase  in  the  market  bas- 
ket. Therefore,  PPS-excluded  providers  that  were 
subject  to  the  TEFRA  limits  during  this  period 
should  be  given  an  additional  update  that  equals 
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the  difference  between  the  market  basket  increase 
and  the  actual  update  received.  Further,  the  Secre- 
tary is  required  to  provide  for  an  exemption  from, 
or  an  exception  and  adjustment  to,  a  hospital's 
payments  when  events  beyond  the  hospital's  con- 
trol affect  the  increase  in  costs  during  a  reporting 
period.  In  general,  a  request  for  an  adjustment 
must  be  made  by  the  provider  for  each  year  in 
which  costs  exceed  payments.  In  these  cases,  the 
Secretary  is  permitted  to  provide  the  most  appro- 
priate method  for  adjustment,  including  the  assign- 
ment of  a  new  base  year. 

The  Commission  believes  that  providing  a  posi- 
tive allowance  adjustment  to  providers  that  were 
excluded  in  the  early  years  will  reduce  the  amount 
of  future  adjustments.  However,  providers  that  had 
new  target  rates  computed  to  reflect  more  recent 
cost  data  should  not  receive  the  positive  allowance. 

The  Commission's  update  recommendation  for 
PPS-excluded  hospitals  and  distinct-part  units 
would  result  in  an  estimated  4.2  percent  average 
update  factor  for  fiscal  year  1992.  The  positive 
allowances  are  estimated  by  comparing  the  actual 
update  with  the  market  basket. 

Additional  Concerns-The  Commission  is  hope- 
ful that  the  adoption  of  a  positive  allowance  adjust- 
ment will  reduce  the  need  for  a  cumbersome 
exceptions  process.  Nevertheless,  the  Commission 
remains  concerned  about  the  lack  of  guidance 
providers  have  on  the  type  of  data  needed  to 
document  justifiable  changes  in  costs.  In  addition, 
the  criteria  used  to  determine  whether  an  exception 
was  merited  have  been  ambiguous  and  inconsis- 
tent. These  problems  often  have  resulted  in  lengthy 
reviews. 

Concerned  over  the  lack  of  clear  guidance  in  this 
area,  Congress  in  OBRA  1990  specified  the  proce- 
dure and  criteria  for  an  exception  or  adjustment  to 
the  target  rates.  In  addition,  the  grounds  on  which 
the  Secretary  may  grant  an  appeal  for  an  exception 
or  adjustment  were  clarified.  Further,  the  Adminis- 
trator of  HCFA  was  required  to  provide  guidance  to 
the  intermediaries  and  hospitals  to  help  them  file 
complete  applications. 

The  Commission  supports  this  congressional 
mandate.  ProPAC  believes  that  clear  guidance  to 
both  hospitals  and  fiscal  intermediaries  could  re- 
duce the  time  and  resources  required  in  the  review 


process.  It  would  allow  providers  to  collect  data 
needed  for  the  exception  process  during  the  course 
of  the  reporting  period.  Further,  it  would  eliminate 
inconsistency  in  application  of  the  process,  thereby 
ensuring  that  it  is  fair  and  equitable. 

The  Commission  believes  that  data  on  success- 
ful applications  should  be  systematically  collected. 
The  Medicare  Cost  Report  data  are  a  valuable 
source  for  assessing  the  financial  effects  of 
TEFRA.  However,  cost  reports  are  not  amended  to 
reflect  adjustments  resulting  from  the  review  pro- 
cess. Therefore,  cost  report  data  may  overstate  any 
negative  financial  impact  of  TEFRA  payments  on 
providers. 

In  addition,  anecdotal  evidence  suggests  that 
over  time,  PPS-excluded  providers  are  treating  pa- 
tients with  more  complex  conditions.  PPS  pro- 
vided hospitals  with  an  incentive  to  discharge 
patients  sooner.  In  the  early  years  of  PPS,  average 
length  of  stay  in  PPS  hospitals  declined.  To  the 
extent  these  patients  were  admitted  to  excluded 
facilities,  they  may  be  sicker  and  require  more 
intensive  care  than  before.  Additional  evidence  sug- 
gests that  PPS-excluded  providers  are  hiring  a 
more  highly  skilled  mix  of  employees,  which  is 
consistent  with  treating  more  complex  cases.  These 
changes  in  resource  use  and  skill  mix  may  not  be 
reflected  in  payments  to  excluded  facilities  to  the 
extent  that  they  were  not  included  in  base  year 
costs.  However,  there  are  no  data  to  measure  these 
factors. 

The  Commission  will  continue  to  evaluate  the 
appropriateness  of  the  TEFRA  system.  As  required 
by  Congress,  ProPAC  will  analyze  and  comment 
on  any  proposals  developed  by  the  Secretary.  In 
addition,  the  Commission  looks  forward  to  work- 
ing with  the  Secretary  on  developing  refinements 
to  the  TEFRA  system.  See  Appendix  A  for  more 
information. 

Hospital  Outpatient  Payment 

During  the  1980s,  there  was  unprecedented 
growth  in  the  delivery  of  care  in  the  outpatient 
setting.  Outpatient  revenue  is  becoming  a  larger 
share  of  total  hospital  revenue.  These  revenues  are 
an  even  larger  proportion  of  total  revenues  for 
smaller  hospitals  and  those  located  in  rural  areas. 
Moreover,  Medicare  benefit  payments  for  outpa- 
tient hospital  services  increased  two  to  three  times 
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faster  than  those  for  inpatient  services.  For  exam- 
ple, between  fiscal  years  1983  and  1989,  the  aver- 
age annual  rate  of  growth  in  Medicare  outpatient 
benefit  payments  was  15.6  percent  compared  with 
6.1  percent  for  hospital  inpatient  benefit  payments. 
Expenditures  also  increased  for  outpatient  services 
provided  in  free-standing  settings  such  as  physi- 
cians' offices  and  ambulatory  surgery  centers.  (For 
additional  information  on  the  growth  in  outpatient 
services  refer  to  ProPAC's  Hospital  Outpatient 
Services:  Background  Report,  C-90-02,  July  1990.) 

Congress  has  instructed  both  ProPAC  and  the 
Secretary  of  HHS  to  develop  alternative  outpatient 
payment  systems.  The  Omnibus  Budget  Reconcili- 
ation Act  of  1990  requires  the  Secretary  to  develop 
a  proposal  to  replace  Medicare's  current  payment 
system  for  hospital  outpatient  services  with  a  pro- 
spective payment  system.  The  Secretary  must  sub- 
mit his  report  by  September  1,  1991.  ProPAC  is 
required  to  analyze  and  comment  on  this  report  by 
March  1,  1992. 

To  respond  adequately  to  the  congressional  man- 
date, the  Commission  has  begun  examining  avail- 
able data  on  outpatient  services.  In  addition, 
ProPAC  is  looking  at  various  payment  policy  op- 
tions and  is  monitoring  the  Secretary's  research. 
The  Commission  will  analyze  and  comment  on  the 
Secretary's  report  in  its  March  1992  report.  See 
Appendix  A  for  more  information. 

Recommendation  7:  Outpatient  Payment  Reform 

The  Commission  believes  that  a  prospective 
payment  system  for  outpatient  services 
should  be  developed.  Outpatient  facility 
payment  reform  should  ultimately  include 
all  providers  of  outpatient  services  (such  as 
hospitals,  physicians'  offices,  and  free- 
standing ambulatory  surgery  centers).  As 
required  by  Congress,  however,  the  Com- 
mission recognizes  that  outpatient  payment 
reform  will  focus  initially  on  the  hospital 
outpatient  setting. 

Medicare  Part  B  covers  an  array  of  outpatient 
services  furnished  by  many  facilities,  practitioners, 
and  suppliers.  Among  the  various  payment  methods 
used  are  fee  schedules,  prospective  amounts,  blended 
rates,  reasonable  costs,  and  reasonable  charges. 


For  most  services,  the  physician  furnishes  the  ser- 
vice directly  or  requests  (orders)  the  service  from  a 
provider,  supplier,  or  independent  practitioner. 

Payment  to  facilities  generally  covers  only  the 
facility  or  technical  component  of  the  service- 
supplies,  materials,  and  nursing  costs,  for  instance. 
Physicians  or  other  practitioners  usually  bill  for 
their  professional  service  separately.  Alternatively 
physicians,  practitioners,  or  suppliers  may  bill  for 
both  the  technical  and  professional  component  of 
the  service. 

The  Commission  believes  that  one  major  goal  of 
outpatient  payment  reform  is  to  create  incentives 
for  controlling  total  expenditures.  Because  most 
ambulatory  care  is  provided  outside  of  the  hospital 
setting,  ProPAC  recommends  that  outpatient  pay- 
ment reform  should  eventually  include  all  providers 
of  ambulatory  care,  including  physicians'  offices 
and  independent  laboratories. 

Although  the  reforms  should  be  applied  to  all 
providers  of  outpatient  services,  the  payment  rate 
may  vary  among  different  providers.  Costs  may 
differ  among  similar  providers  (such  as  teaching 
versus  non-teaching  hospitals)  and  between  differ- 
ent providers  (such  as  hospitals  and  physicians' 
offices)  for  many  reasons.  These  factors  include 
differences  in  patient  severity,  teaching  activities, 
and  geographic  location.  The  Commission  believes 
it  is  desirable  to  adjust  for  some  of  these  factors  in 
the  payment  system,  particularly  those  that  repre- 
sent a  benefit  to  society  and  are  beyond  the  provid- 
er's control.  However,  lack  of  available  cost  data 
for  free-standing  settings  may  complicate  the  deter- 
mination of  appropriate  differences  in  payment 
rates.  (See  Recommendation  9.) 

The  payment  system  should  also  constrain  costs 
in  an  appropriate  manner.  It  should  reward  provid- 
ers for  delivering  cost-effective  quality  care  in  the 
appropriate  setting.  A  prospective  payment  method 
promotes  incentives  to  deliver  cost-effective  care 
by  allowing  an  opportunity  for  a  profit  as  well  as 
the  risk  of  financial  loss.  However,  the  Commis- 
sion realizes  that  various  payment  methods  may  be 
used  during  the  transition  to  a  fully  prospective 
system. 
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Recommendation  8:  Outpatient  Facility 
and  Physician  Payment  Reform 

Outpatient  payment  reform  for  facility 
services  should  have  incentives  that  are  con- 
sistent with  physician  payment  reform. 
Medicare  financial  incentives  should  not 
lead  physicians  or  beneficiaries  to  inappro- 
priately select  one  site  of  care  over  another. 

The  Commission  believes  that  outpatient  facility 
payment  reform  should  contain  incentives  consis- 
tent with  those  of  physician  payment  reform. 
Beginning  in  1992,  physicians  will  be  paid  using  a 
resource-based  fee  schedule.  This  reform  is 
designed  to  increase  payment  equity  among  physi- 
cians, constrain  Medicare  expenditures,  protect 
beneficiaries'  access  to  services,  and  promote 
predictability  and  administrative  simplicity. 

The  three  components  of  the  fee  schedule  are 
physician  work,  practice  expense,  and  malpractice 
expense.  The  Commission  is  interested  primarily 
in  the  practice  expense  component,  which  includes 
costs  like  rent,  salaries,  equipment,  and  supplies. 
This  component  of  the  fee  schedule  covers  services 
similar  to  those  in  the  facility  payment  received  by 
other  providers  of  ambulatory  services.  The  Com- 
mission plans  to  evaluate  the  findings  from  the 
study  of  practice  expense  being  conducted  by  the 
Physician  Payment  Review  Commission  (PPRC). 
These  data  will  be  useful  in  ProPAC's  analysis  of 
comparability  of  costs  across  different  providers. 

The  Commission  believes  physicians  and  benefi- 
ciaries should  not  have  financial  incentives  to  favor 
one  site  of  care  over  another,  but  should  choose  the 
most  medically  appropriate  site-whether  care  is 
provided  in  hospitals,  free-standing  ambulatory  care 
settings,  or  physicians'  offices.  Applying  the  same 
prospective  payment  method  to  all  outpatient  ser- 
vices, regardless  of  setting,  will  achieve  this  goal. 

Recommendation  9:  Data  Collection 
and  Coding  Requirements 

Uniform  coding  and  billing  requirements 
should  be  implemented  for  all  providers  of 
outpatient  care.  These  requirements  should 
apply  to  the  hospital  outpatient  setting, 
physicians'  offices,  and  free-standing 
ambulatory  care  providers.  In  addition,  a 


mechanism  for  periodic  collection  of  proce- 
dure-specific cost  data  in  free-standing  set- 
tings (including  physicians'  offices  and 
ambulatory  surgery  centers)  should  be 
implemented. 

To  implement  and  maintain  a  prospective  pay- 
ment system  across  outpatient  providers,  compara- 
ble patient  and  financial  data  are  needed.  Under  a 
prospective  payment  rate,  three  different  compari- 
sons must  be  made  to  determine  the  appropriate 
level  of  payment.  These  are  comparisons  among: 
(1)  hospitals  and  other  providers  of  ambulatory 
care  (such  as  physicians'  offices  and  free-standing 
ambulatory  surgical  centers);  (2)  geographic  areas; 
and  (3)  hospital  groups  (including  urban,  rural, 
disproportionate  share,  and  teaching.) 

Currently,  hospitals  and  free-standing  providers 
are  not  required  to  follow  the  same  coding  and 
billing  requirements.  Physicians,  suppliers,  and 
other  Part  B  providers,  for  example,  were  not 
required  to  report  diagnoses  until  1991.  Further, 
hospitals  are  instructed  not  to  use  certain  proce- 
dure modifiers.  Finally,  there  are  differences  in 
how  terms  like  principal  diagnosis  are  defined 
across  settings.  Patients  may  have  more  complicat- 
ing conditions  in  one  setting  compared  with  an- 
other. However,  the  lack  of  consistent  coding  makes 
it  difficult  to  compare  patient  complexity  across 
settings. 

The  Commission  supports  HCFA's  efforts  to 
establish  a  common  working  file.  Coding  and 
billing  requirements  should  be  standardized  in  this 
process.  ProPAC  believes  that  appropriate  attention 
should  be  given  to  this  issue  and  that  the  require- 
ments should  be  uniform  across  all  ambulatory 
care  providers. 

Further,  cost  data  in  free-standing  settings  are 
necessary  to  ensure  that  comparable  financial  in- 
centives exist  among  providers.  Data  are  not  now 
available  to  compare  the  costs  of  ambulatory  care 
across  providers.  Because  most  outpatient  services 
are  available  in  a  variety  of  settings,  the  Commis- 
sion believes  that  collection  of  non-hospital  cost 
data  is  necessary  to  develop  outpatient  payment 
policy. 

The  Commission  supports  the  research  being 
conducted  by  PPRC.  It  is  designed  to  collect  direct 
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cost  data  for  certain  services  provided  in  physi- 
cians' offices.  These  data  will  allow  a  limited 
comparison  of  service-specific  costs  of  care  be- 
tween physicians'  offices  and  hospital  outpatient 
settings.  A  more  systematic  and  comprehensive 
method  for  collecting  additional  non-hospital  cost 
data  should  also  be  developed,  however.  The  Sec- 
retary's survey  of  ambulatory  surgery  centers  could 
serve  as  a  model.  The  data  collected  should  pro- 
vide cost  information  by  specific  services  or  proce- 
dures. These  data  should  be  verified  using  a  limited 
audit  review.  In  the  Commission's  view,  an  annual 
cost  report  for  all  providers  is  neither  necessary  nor 
desirable.  Further,  given  the  large  number  of  free- 
standing providers,  a  limited  but  representative 
sample  would  be  adequate.  ProPAC  is  willing  to 
work  with  the  Secretary  on  developing  a  method 
for  collecting  these  data. 

Recommendation  10:  Medicare  Volume 
Performance  Standards 

Services  provided  in  the  hospital  outpatient 
setting  should  be  included  in  the  Medicare 
physician  Volume  Performance  Standards 
(VPSs).  Certain  services  (such  as  labora- 
tory tests  and  therapy  services)  are 
currently  included  in  the  VPSs  when  pro- 
vided in  free-standing  settings.  Other 
services  (including  ambulatory  surgery  and 
durable  medical  equipment)  are  excluded. 
The  Commission  believes  that  hospital- 
provided  services  should  also  be  incorpo- 
rated in  the  VPSs  to  the  extent  that  these 
services  are  included  when  provided  in 
other  settings. 

Several  of  Medicare's  current  outpatient  pay- 
ment methods  (such  as  blended  rates  and  fee 
schedules)  control  the  price  of  individual  services. 
However,  these  payment  methods  fail  to  control  the 
volume  of  services  provided.  The  Commission 
believes  that  a  policy  to  control  inappropriate  vol- 
ume is  warranted. 

The  Volume  Performance  Standards,  enacted  in 
OBRA  1989,  provide  an  approach  for  controlling 
some  Medicare  Part  B  expenditures.  The  primary 
purpose  of  the  VPSs  is  to  provide  a  collective 
incentive  for  physicians  to  control  the  rate  of  in- 
crease in  the  volume  and  intensity  of  services 
provided  to  beneficiaries.  The  VPSs  are  designed  to 


give  physicians  incentives  to  order  fewer  tests  and 
other  procedures  of  limited  value  to  the  patient. 
Physicians  are  expected  to  limit  the  amount  and 
types  of  services  to  those  that  are  effective  and 
appropriate. 

Services  that  are  commonly  furnished  by  physi- 
cians or  in  physicians'  offices  and  billed  through 
the  Part  B  carriers  are  included  in  the  VPSs.  Ser- 
vices provided  in  the  hospital  outpatient  setting 
that  are  billed  through  the  Part  A  intermediary  are 
excluded  because  the  intermediary  does  not  collect 
service-specific  data.  To  the  extent  that  these  ser- 
vices are  included  when  provided  in  free-standing 
settings,  they  should  also  be  included  when  pro- 
vided by  hospitals. 

The  Commission  realizes  that  reductions  in  vol- 
ume and  intensity  growth  will  be  achieved  grad- 
ually. To  provide  the  appropriate  incentives,  the 
Secretary  should  collect  service-specific  data  so 
that  outpatient  services  provided  in  the  hospital 
setting  can  be  included  in  the  VPSs.  This  change 
would  prevent  physicians  from  attempting  to  cir- 
cumvent the  objectives  of  the  current  VPSs.  For 
example,  hospital-provided  outpatient  laboratory 
services  are  not  included  in  the  VPSs.  Therefore, 
physicians  have  an  incentive  to  shift  these  services 
to  the  hospital  setting.  If  these  services  were  in- 
cluded in  the  VPSs,  physicians  would  have  the 
same  incentive  to  control  their  use  as  they  would  to 
control  the  use  of  laboratory  tests  performed  in 
their  office  or  an  independent  laboratory. 

Uncompensated  Care 

Many  Americans  lack  health  insurance  or 
other  means  to  cover  the  cost  of  medical 
care  furnished  by  hospitals,  physicians,  and 
other  providers.  ProPAC  is  concerned  about 
the  effects  of  this  problem,  including  the 
increasing  financial  burden  faced  by  hospi- 
tals that  treat  the  uninsured.  The  amount 
of  uncompensated  care  hospitals  provide 
has  increased  during  the  1980s,  and  the 
number  and  variety  of  hospitals  affected 
significantly  by  the  cost  of  unpaid  care  have 
grown.  The  Commission  believes  that  Con- 
gress should  continue  to  consider  methods 
to  reduce  the  size  of  the  uninsured  popula- 
tion. Congress  should  also  consider  meth- 
ods to  assist  hospitals  directly  with  the 
uncompensated  care  problem. 
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Uncompensated  care,  which  includes  both  char- 
ity care  and  bad  debt,  has  long  been  an  important 
health  policy  issue.  Many  financial  management 
experts  consider  uncompensated  care  to  be  an 
expense  that  should  be  recognized  in  relating  pay- 
ments to  costs.  However,  the  Medicare  and  Medi- 
caid programs  have  never  paid  for  uncompensated 
care  directly  (other  than  to  cover  losses  related  to 
Medicare  cost  sharing  requirements),  and  the  courts 
have  held  that  the  Social  Security  Act  forbids  such 
direct  payment.  Nevertheless,  the  cost  of  furnish- 
ing services  without  payment  can  have  a  strong 
adverse  impact  on  a  hospital's  financial  condition, 
ultimately  affecting  its  continued  viability.  The 
Federal  government  has  a  direct  interest  in  the 
financial  viability  of  hospitals,  for  it  must  protect 
access  to  care  for  Medicare  beneficiaries  and  those 
eligible  for  Medicaid.  The  burden  of  uncompen- 
sated care  has  been  considered,  at  least  indirectly, 
in  justifying  the  levels  of  the  PPS  indirect  medical 
education  adjustment  and  the  disproportionate  share 
adjustment  for  both  Medicare  and  Medicaid. 

Because  non-Medicare  uncompensated  care  costs 
have  never  played  a  formal  role  in  Medicare  pay- 
ment, the  Commission  previously  has  not  devoted 
a  significant  level  of  resources  to  addressing  this 
issue.  However,  the  OBRA  1990  conference  report 
pinpointed  uncompensated  care  as  one  of  several 
areas  for  expanded  ProPAC  analysis.  Specifically, 
the  conferees  stated  that  they  "intend  that  ProPAC 
would  include  in  its  analysis  and  recommenda- 
tions, proposals  for  changes  in  policies  regarding: 
(1)  payment  of  inner-city  hospitals,  including  ap- 
propriate recognition  of  bad  debt  and  charity  care 
costs.  ..." 

Uncompensated  care  costs  have  risen  faster  than 
overall  hospital  costs,  while  payments  from  state 
and  local  governments  to  offset  these  costs  have 
failed  to  keep  pace  with  hospital  cost  inflation. 
These  two  factors  together  have  intensified  the 
uncompensated  care  problem  for  the  hospital  in- 
dustry. From  1980  through  1989,  uncompensated 
care  costs  in  PPS  hospitals  increased  an  average  of 
12.0  percent  per  year,  nearly  two  full  percentage 
points  more  than  the  rate  at  which  total  hospital 
costs  have  risen.  Further,  the  portion  of  uncompen- 
sated care  costs  that  is  not  offset  by  government 
subsidies  increased  even  faster  during  this  period 
by  13.5  percent  per  year.  In  1980,  state  and  local 


governments  covered  29  percent  of  all  uncompen- 
sated care  costs,  but  this  proportion  had  dropped  to 
20  percent  by  1989. 

Uncompensated  care  has  traditionally  been  asso- 
ciated with  large,  inner-city  teaching  hospitals  and 
with  publicly  owned  institutions.  But  over  the 
course  of  the  last  decade,  the  problem  has  increas- 
ingly affected  the  entire  industry.  Most  impor- 
tantly, uncompensated  care  is  not  only  an  urban 
problem.  After  offsetting  government  operating 
subsidies,  uncompensated  care  commands  the  same 
proportion  of  hospital  resources  in  rural  areas  as  in 
urban  areas.  Public  hospitals  continue  to  provide 
the  most  uncompensated  care,  but  the  proportion 
of  all  unpaid  care  costs  net  of  subsidy  borne  by 
these  hospitals  has  declined  from  27  percent  in 
1980  to  16  percent  in  1989.  Similarly,  the  propor- 
tion provided  by  major  teaching  hospitals  has  de- 
creased from  23  percent  to  18  percent,  and  the 
proportion  for  hospitals  located  in  the  central  city 
portion  of  large  metropolitan  areas  has  fallen  from 
71  percent  to  67  percent. 

While  charity  care  and  bad  debt  have  become  a 
significant  financial  burden  for  a  greater  number 
and  variety  of  hospitals,  the  amount  of  uncompen- 
sated care  provided  by  individual  hospitals  varies 
within  all  of  the  standard  hospital  groups.  There  is 
substantial  variation  in  the  proportion  of  hospital 
resources  devoted  to  uncompensated  care  in  both 
urban  and  rural  areas,  among  regions  of  the  coun- 
try, and  among  specific  large  cities  and  metropoli- 
tan areas.  The  distribution  is  equally  widespread 
among  both  teaching  and  non-teaching  hospitals, 
and  even  among  government  hospitals.  This  tre- 
mendous diversity  complicates  the  task  of  address- 
ing uncompensated  care  in  payment  policy. 

When  patients  receive  hospital  services  for  which 
they  cannot  pay,  the  hospital  must  obtain  funds  to 
cover  the  cost  of  this  care  from  other  sources. 
Some  of  the  possible  sources-such  as  direct  oper- 
ating subsidies  from  state  and  local  governments, 
philanthropy,  and  retained  earnings  from  non- 
patient  services-are  appropriately  applied  to  off- 
setting the  cost  of  uncompensated  care.  But 
operating  subsidies  are  not  available  to  most  hospi- 
tals, and  as  noted  earlier,  the  amount  of  these 
subsidies  has  been  declining  in  inflation-adjusted 
terms.  Non-patient  care  income,  while  increasing 
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in  recent  years,  has  also  been  insufficient  to  cover 
burgeoning  uncompensated  care  costs.  Moreover, 
some  of  the  hospitals  providing  the  most  uncom- 
pensated care  have  the  least  opportunity  to  supple- 
ment their  revenue  in  this  way. 

Increasingly  through  the  1980s,  hospitals  have 
had  to  obtain  funds  to  cover  the  cost  of  uncompen- 
sated care  by  raising  their  charges  to  privately 
insured  patients.  However,  the  hospitals  with  the 
highest  uncompensated  care  loads,  and  thus  the 
greatest  need  for  supplementary  revenue,  often 
have  few  charge  paying  patients.  Placing  a  heavy 
financial  burden  on  these  patients  and  their  insur- 
ers is  inequitable,  fails  to  provide  a  reliable  pay- 
ment source,  and  risks  further  harming  access  to 
care  for  the  nation's  low-income  population. 

While  the  Medicare  payment  system  was  never 
intended  to  pay  for  charity  care  or  bad  debt,  the 
indirect  medical  education  and  disproportionate 
share  adjustments  are  commonly  thought  to  be 
related  to  uncompensated  care.  The  IME  adjust- 
ment was  designed  to  recognize  the  additional 
costs  faced  by  teaching  hospitals  in  treating  Medi- 
care patients,  and  the  amount  of  payment  received 
is  determined  by  the  hospital's  ratio  of  interns  and 
residents  to  beds.  The  DSH  adjustment  was  in- 
tended to  cover  the  effect  that  treating  low-income 
patients  has  on  average  Medicare  costs.  Payment  is 
based  on  two  proxies  for  the  hospital's  total  low- 
income  patient  load:  the  proportion  of  Medicaid 
patients  and  the  proportion  of  Medicare  patients 
receiving  welfare  payments  under  the  SSI  program. 
Over  the  last  several  years,  however,  these  adjust- 
ments have  increasingly  been  seen  as  serving 
broader  social  goals.  The  Commission  believes 
that  PPS  payment  rates  do  not  need  to  be  based 
strictly  on  Medicare  costs.  Nevertheless,  the  de- 
gree to  which  Medicare  funds,  which  come  pri- 
marily from  a  payroll  tax,  should  be  used  for 
broader  social  purposes  is  limited. 

ProPAC  analyzed  the  relationship  between  the 
amount  of  uncompensated  care  hospitals  provide 
and  the  payments  they  receive  from  the  IME  and 
DSH  adjustments.  The  study  found  no  relationship 
between  uncompensated  care  costs  and  IME  pay- 
ments. The  top  10  percent  of  PPS  hospitals  in 
terms  of  uncompensated  care  load  together  provide 
27  percent  of  all  unpaid  care  net  of  government 
subsidies,  but  receive  only  9  percent  of  total  IME 
payments.  The  bottom  10  percent  provide  less  than 


1  percent  of  all  uncompensated  care,  and  yet 
receive  the  same  9  percent  share  of  total  IME 
payments. 

The  hospitals  with  the  highest  uncompensated 
care  rates  do  receive  relatively  high  DSH  pay- 
ments. Those  in  the  top  10  percent  get  about  20 
percent  of  all  DSH  payments,  compared  with  their 
27  percent  of  the  total  uncompensated  care  cost 
load.  Below  the  90th  percentile,  however,  there  is 
only  a  limited  relationship.  The  bottom  10  percent 
receive  nearly  8  percent  of  all  DSH  payments, 
relative  to  their  less  than  1  percent  of  the  uncom- 
pensated care  burden.  One  implication  of  this 
finding  is  that  a  hospital's  combined  Medicaid  and 
SSI  patient  load  is  generally  a  poor  indicator  of  the 
amount  of  care  it  provides  to  non-paying  patients. 

While  a  hospital's  uncompensated  care  burden 
is  an  important  determinant  of  its  overall  financial 
position,  the  Commission  believes  it  is  not  the 
only  important  factor.  ProPAC  plans  to  analyze  the 
impact  of  Medicaid  payment  levels  in  the  coming 
year,  and  is  conducting  a  major  study  to  identify 
the  factors  associated  with  financial  performance 
under  PPS.  The  Commission  intends  to  continue 
its  analysis  of  the  relative  effects  of  Medicare, 
Medicaid,  and  other  payer  payments,  together  with 
uncompensated  care  costs,  on  hospital  financial 
condition. 

OTHER  ISSUES  CONSIDERED  BY  THE 
COMMISSION 

The  Commission  addressed  two  additional  issues 
that  may  be  the  subject  of  future  recommenda- 
tions. 

Medicare  Transfer  Payment  Policy 

The  Commission  is  concerned  that  current 
Medicare  payment  policy  may  discourage  appropriate 
hospital  transfers.  Over  the  past  year,  ProPAC  ex- 
amined several  aspects  of  Medicare's  transfer  pay- 
ment policy.  The  analyses  raised  a  number  of 
concerns  about  the  financial  risk  a  hospital  as- 
sumes when  it  admits  a  transferred  patient.  In 
particular,  transfer  cases  were  twice  as  likely  as 
other  patients  to  become  outlier  cases.  Neverthe- 
less, total  Medicare  PPS  payments  to  hospitals  that 
received  a  high  proportion  of  transfers  appear  to  be 
sufficient.  The  Commission  is  concerned,  however, 
that  the  financial  risk  posed  by  transfer  cases  may 
discourage  hospitals  from  accepting  transfers. 
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ProPAC  plans  to  continue  to  examine  this  issue  and 
its  relationship  to  outlier  cases  over  the  coming 
year. 

The  Commission  is  also  concerned  about  the 
adequacy  of  the  current  per  diem  payment  for  the 
transferring  hospital.  Recent  analysis  shows  that 
payments  are  significantly  lower  than  costs  for 
these  cases.  The  Commission  plans  to  examine 
this  issue  in  more  detail  over  the  coming  year. 

In  addition,  ProPAC  is  concerned  that  current 
payment  policy  discourages  transferring  patients  to 
their  local  communities  for  recovery.  Under  current 
transfer  payment  policy,  hospitals  that  transfer  pa- 
tients receive  a  per  diem  payment  up  to  the  full 
DRG  amount.  The  final  discharging  hospitals  are 
the  only  hospitals  that  automatically  receive  a  full 
DRG  payment.  Further,  transfer  cases  are  subject 
to  review  by  Peer  Review  Organizations.  Hospitals 
that  treat  transfer  cases  or  other  complex  cases 
have  little  incentive  to  transfer  patients  to  local 
hospitals.  As  a  result,  few  Medicare  patients  are 
transferred  to  their  local  community  for  convales- 
cence when  this  may  be  appropriate.  This  issue 
will  also  be  investigated  in  the  coming  year. 

Payments  for  Intractable  Epilepsy 

In  1987,  the  Commission  addressed  the  ade- 
quacy of  PPS  payment  for  intractable  epilepsy 
patients  treated  with  intensive  neurodiagnostic 


monitoring.  ProPAC  also  addressed  the  adequacy 
of  payments  based  on  one  surgical  procedure  when 
multiple  procedures  were  performed  during  an  ad- 
mission. This  analysis  examined  two  medical  and 
one  surgical  DRGs. 

At  the  time  of  the  Commission's  analysis,  only 
three  centers  were  found  to  provide  specialized 
care  for  the  treatment  of  intractable  epilepsy.  Oper- 
ating costs  exceeded  payments  in  each  of  the  three 
DRGs  at  these  centers  more  than  they  exceeded 
payments  at  other  PPS  hospitals.  Within  these 
DRGs,  losses  were  larger  for  patients  with  epilepsy 
than  for  other  patients  in  all  hospitals.  A  more 
complete  analysis  of  this  topic  was  not  possible 
because  of  the  lack  of  specific  codes  to  identify 
patients  with  intractable  epilepsy.  These  codes  were 
implemented  in  fiscal  year  1990. 

The  National  Association  of  Epilepsy  Centers' 
recent  study  of  several  of  its  members  found  that 
costs  exceeded  payments  for  patients  with  epilepsy 
in  two  medical  DRGs.  Intractable  epilepsy  cases 
that  required  monitoring  had  greater  cost  to  pay- 
ment differences  and  longer  than  average  lengths  of 
stay. 

ProPAC  will  reexamine  this  issue  when  fiscal 
year  1990  data  become  available.  The  Commission 
believes  the  Secretary  should  also  evaluate  the 
appropriateness  of  PPS  payment  for  Medicare  ben- 
eficiaries with  intractable  epilepsy. 
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Appendix  A.  Background  Material  and  Analyses 


Appendix  A  provides  background  material  and 
analyses  to  support  some  of  the  recommendations 
in  this  report.  Technical  materials  on  the  market 
basket  and  the  discretionary  adjustment  factor  for 
the  prospective  payment  system  (PPS)  and  PPS- 
excluded  hospitals  will  be  found  here.  Background 
analysis  of  case-mix  change  and  the  indirect  medi- 
cal education  adjustment  are  also  presented.  In 


addition,  further  detail  is  provided  on  PPS-excluded 
facilities  and  outpatient  payment  reform.  Further 
analysis  supporting  Commission  decision  making 
is  available  through  the  Prospective  Payment  As- 
sessment Commission's  (ProPAC)  Technical  Re- 
port Series.  A  complete  list  of  these  reports,  which 
can  be  obtained  by  contacting  the  Commission, 
appears  in  Appendix  B. 
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PPS  MARKET  BASKET  FORECAST 
AND  ERROR  CORRECTION 

The  PPS  market  basket  forecast  and  the  error 
correction  factor  are  two  components  in  the 
Commission's  update  framework.  The  following 
discusses  the  Commission's  analysis  of  each 
component. 

The  PPS  Hospital  Market  Basket 

The  PPS  hospital  market  basket  measures  the 
average  change  in  the  price  of  goods  and  services 
hospitals  purchase  to  provide  inpatient  care.  The 
projected  change  in  the  market  basket  is  an  integral 
component  of  the  Commission's  update  factor  rec- 
ommendation. The  Health  Care  Financing  Admin- 
istration (HCFA)  and  ProPAC  have  different 
versions  of  the  PPS  market  basket.  HCFA's  version 
is  currently  projected  to  increase  by  4.8  percent 
in  fiscal  year  1992,  while  ProPAC 's  market  basket 
is  projected  to  increase  by  5.0  percent. 

The  PPS  hospital  market  basket  consists  of  28 
components  reflecting  the  full  range  of  goods  and 
services  that  hospitals  purchase.  Each  component 
has  a  weight  that  represents  its  proportion  of  total 
hospital  expenses.  Because  the  actual  changes  in 
individual  prices  are  unobservable,  the  change  in 
the  price  of  each  component  is  measured  by  a  price 
proxy.  All  but  one  of  the  price  proxies  used  in  the 
market  basket  are  based  on  price  indexes  published 
by  the  Bureau  of  Labor  Statistics. 

In  1989  and  1990,  the  Commission  recom- 
mended changing  certain  aspects  of  the  PPS  mar- 
ket basket.  The  recommendation  focused  on  how 
price  changes  in  employee  wages  and  benefits 
should  be  measured.  The  Commission's  recom- 
mendation dealt  specifically  with  market  basket 
wage  and  benefit  price  proxies,  The  Commission 
recommended  increasing  the  weight  of  the  internal 
hospital  industry  wage  and  benefit  price  proxy.  In 
addition,  the  Commission  recommended  that  the 
Employment  Cost  Index  (ECI)  for  hospital  workers 
should  replace  the  Average  Hourly  Earnings  for 
nonsupervisory  hospital  workers  as  the  internal 
hospital  industry  wage  price  proxy. 

HCFA  accepted  many  of  the  Commission's  rec- 
ommendations concerning  the  hospital  market 
basket  when  it  rebased  the  market  basket  in  1990. 
However,  HCFA  did  not  adopt  the  Commission's 


position  on  weighting  the  hospital  industry  wage 
and  benefit  price  proxy. 

ProPAC 's  version  of  the  market  basket  applies 
the  internal  hospital  industry  wage  price  proxy  to 
half  the  weight  given  to  all  wages  and  benefits  in 
the  market  basket.  HCFA's  version  applies  only  the 
internal  wage  price  proxy  to  half  the  weight  given 
to  professional  and  technical  workers'  wages.  The 
professional  and  technical  workers  component  com- 
prises about  60  percent  of  all  wages  and  benefits. 
Therefore,  the  net  effect  is  that  internal  wages  make 
up  only  about  30  percent  of  the  wage  portion  in  the 
HCFA  market  basket,  compared  with  50  percent 
of  the  ProPAC  version. 

Further,  the  Commission  believes  that  HCFA's 
version  of  the  market  basket  understates  how 
changes  in  professional  and  technical  workers'  wages 
affect  the  market  basket.  The  hospital  industry 
wage  price  proxy,  the  ECI  for  hospital  workers, 
measures  changes  in  wages  for  all  hospital  employ- 
ees, including  secretaries  and  service  workers. 
Thus,  under  HCFA's  version  of  the  market  basket, 
changes  in  professional  and  technical  workers' 
wages  are  measured  using  not  only  professional 
and  technical  workers'  wages  but  also  the  wages  of 
other  workers.  ProPAC  believes  this  construction  is 
incorrect,  since  the  price  proxies  used  by  HCFA 
generally  understate  how  changes  in  professional 
and  technical  workers'  wages  affect  the  market 
basket. 

The  forecasts  for  each  price  proxy  are  based  on 
complex  statistical  models  that  rely  on  past  and 
current  economic  information.  Since  1979,  Data 
Resources,  Inc.  (DRI)  has  been  under  contract  to 
HCFA  to  forecast  changes  in  the  hospital  market 
basket.  HCFA  has  used  these  forecasts  to  update 
PPS  payments  rates.  ProPAC  has  also  used  them  in 
making  its  update  factor  recommendation. 

DRI  updates  its  PPS  market  basket  forecasts 
every  three  months.  ProPAC  uses  the  most  recently 
available  forecast  in  making  its  update  recommen- 
dation. The  market  basket  forecast  for  fiscal  year 
1992,  used  in  this  report,  was  prepared  in  Decem- 
ber 1990. 

Forecast  Error  Correction 

Regardless  of  the  method  used  to  forecast 
inflation  in  the  market  basket,  errors  that  might 
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have  major  financial  consequences  for  hospitals  or 
the  Federal  government  are  bound  to  occur.  The 
forecast  error  correction  factor  has  been  an  impor- 
tant part  of  the  Commission's  update  framework. 

In  1990,  the  Commission  modified  how  it 
corrects  for  errors  in  market  basket  forecasts  used 
to  update  previous  payment  rates.  Until  last  year, 
the  forecast  error  correction  was  based  on  a  revised 
forecast  of  the  previous  year's  market  basket.  It  is 
now  based  on  actual  market  basket  data  for  each 
year,  available  at  the  end  of  that  year.  Because  the 
Commission  now  waits  for  actual  end-of-year  data, 
market  basket  forecast  errors  are  corrected  with  a 
two-year  lag.  The  Commission's  1992  update  rec- 
ommendation incorporates  the  forecast  error  in  the 
market  basket  used  to  update  fiscal  year  1990 
payment  rates. 

Another  change  in  the  Commission's  methodology 
is  that  forecast  errors  in  all  components  of  the 
market  basket  are  considered.  Previously,  the  Com- 
mission considered  forecast  errors  only  in  compo- 
nents of  the  market  basket  external  to  the  hospital 
industry. 

The  Commission  believes  that  only  substantial 
forecast  errors-those  that  equal  or  exceed  0.25 
percentage  points-should  be  corrected. 


The  market  basket  forecast  used  to  calculate  the 
update  factor  for  fiscal  year  1990  payment  rates 
was  5.5  percent.  The  actual  increase  in  the  fiscal 
year  1990  market  basket  was  4.5  percent.  The 
Commission's  1992  update  recommendation  there- 
fore includes  a  market  basket  forecast  error  correc- 
tion factor  of  —  1.0  percentage  points. 

The  largest  contributor  to  the  fiscal  year  1990 
forecast  error  was  a  lower  than  expected  increase  in 
wages.  Wages  were  projected  to  rise  by  5.7  per- 
cent, but  actually  grew  only  by  4.7  percent.  This 
accounted  for  almost  0.6  percentage  points  in  the 
forecast  error.  In  addition,  changes  substantially 
lower  than  forecast  in  the  price  of  chemicals, 
rubbers  and  plastics,  and  malpractice  insurance 
premiums  contributed  significantly  to  the  total  fore- 
cast error. 

The  Commission's  market  basket  forecast  error 
correction  factor  is  an  important  part  of  the  Com- 
mission's update  framework.  The  correction  factor 
removes  the  effect  of  unintended  errors  from  the 
base  of  future  payments.  This  protects  both  hospi- 
tals and  the  Federal  government  from  the  long-term 
effects  of  forecast  errors  on  the  base  payment 
rates. 
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THE  DISCRETIONARY  ADJUSTMENT 
FACTOR  FOR  PPS  HOSPITALS 

The  discretionary  adjustment  factor  (DAF)  is 
composed  of  the  scientific  and  technological 
advancement  allowance  and  the  productivity  im- 
provement adjustment.  In  developing  the  DAF 
recommendation,  the  Commission  is  concerned 
with  determining  the  appropriate  effects  of  techno- 
logical advancement  and  productivity  change  on 
Medicare  payments  to  hospitals.  Both  DAF  com- 
ponents are  future-oriented  policy  targets. 

ProPAC's  recommendations  are  based  in  part  on 
estimates  of  past  productivity  change  and  projec- 
tions of  the  cost  of  technological  advances  for  PPS 
hospitals.  In  the  following  sections,  the  two  com- 
ponents of  the  DAF,  along  with  the  methodology 
and  results  of  ProPAC's  analyses,  are  discussed  in 
greater  detail.  In  the  final  section,  the  Commis- 
sion's DAF  decision  for  fiscal  year  1992  is 
summarized. 


Scientific  and  Technological 
Advancement  in  PPS  Hospitals 

The  scientific  and  technological  advancement 
allowance  reflects  expected  increases  in  hospitals' 
Medicare  inpatient  operating  costs  due  to  advances 
in  technology.  It  represents  the  Commission's  judg- 
ment about  the  appropriate  level  of  financing  for 
scientific  advances  in  fiscal  year  1992. 

Concepts  and  Study  Methodology-The  allow- 
ance is  based  on  estimates  of  the  incremental  costs 
of  care  attributable  to  cost-increasing,  quality- 
enhancing  technologies.  In  arriving  at  a  judgment 
regarding  the  allowance,  the  Commission  distin- 
guishes between  existing  cases  and  new  cases. 
Only  the  costs  associated  with  existing  cases  are 
included  in  the  allowance.  These  are  admissions 
that  would  have  occurred  even  if  a  new  technology 
were  not  available.  The  costs  associated  with  new 
cases,  or  patients  admitted  solely  because  a  new 
technology  is  available,  are  not  included  because 
they  generate  a  full  payment.  In  addition,  other 
costs  associated  with  increases  in  case  complexity 
due  to  the  use  of  new  technologies  are  accounted 
for  in  the  case-mix  index  change  component  of  the 
update  factor. 


Project  HOPE,  under  contract  to  the  Commis- 
sion, estimated  the  incremental  costs  of  cost- 
increasing,  quality-enhancing  technologies.  The 
primary  sources  of  information  for  this  study  were 
medical  and  health  policy  literature,  telephone  in- 
terviews with  medical  and  industry  experts,  and 
consultations  with  technology  experts.  Project 
HOPE  estimated  the  impact  on  fiscal  year  1992 
Medicare  costs  using  projections  of  the  number  of 
existing  cases  and  the  incremental  operating  costs 
per  case  for  each  technology. 

All  of  the  technologies  included  in  the  estimate 
of  the  allowance  met  four  criteria.  First,  the  tech- 
nology should  have  a  significant  effect  on  Medi- 
care operating  costs.  Second,  it  should  be  at  least 
5  percent  diffused  in  the  Medicare  population. 
Third,  it  should  be  no  more  than  75  percent 
diffused  in  the  Medicare  population.  Finally,  the 
technology  should  be  safe  and  effective. 

Methodology  Limitations-The  estimates  de- 
scribed above  are  subject  to  several  limitations. 
They  do  not  capture  all  relevant  costs:  for  example, 
costs  from  improvements  in  widely  diffused  tech- 
nologies, the  adoption  of  low-cost  technologies, 
and  subtle  changes  in  practice  patterns  are  not 
measured.  In  addition,  the  estimates  reflect  only 
technologies  adopted  systemwide,  and  are  based 
on  projections  of  costs  and  future  rates  of  adoption 
and  use.  Finally,  the  estimates  do  not  account  for 
offsetting  changes  in  revenue  due  to  changes  in 
diagnosis-related  group  (DRG)  assignment.  De- 
spite these  limitations,  the  Commission  has  found 
this  technology-specific  approach  useful  for  deriv- 
ing more  informed  estimates  of  the  costs  of  scien- 
tific and  technological  advances. 

Study  Results-Project  HOPE  identified  16  cost- 
increasing,  quality-enhancing  technologies  to  in- 
clude in  the  allowance.  The  estimated  incremental 
impact  of  these  technologies  on  inpatient  operating 
costs  ranges  from  $224  million  to  $515  million, 
with  a  best  estimate  of  $366  million.  Based  on  the 
best  estimate  of  incremental  costs  in  fiscal  year 
1992,  Medicare  inpatient  operating  payments  would 
have  to  increase  by  approximately  0.7  percent. 

Table  A-l  shows  the  incremental  cost  estimates 
from  existing  cases  for  each  cost-increasing  tech- 
nology. Monoclonal  antibodies  used  to  treat  sepsis 
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and  implantable  defibrillators  have  the  largest  esti- 
mates of  additional  costs.  Thrombolytic  agents  and 
the  low  osmolar  and  nonionic  contrast  agents  are 
the  next  two  largest  estimates. 

For  purposes  of  comparison,  in  1990,  21  cost- 
increasing  technologies  were  studied  with  esti- 
mated incremental  costs  of  $312  million  in  fiscal 
year  1991.  This  would  have  resulted  in  a  0.7 
percent  increase  in  Medicare  inpatient  operating 
payments. 

Productivity  Change  in  PPS  Hospitals 

The  productivity  adjustment  for  PPS  hospitals 
represents  the  savings  anticipated  from  achieving  a 


productivity  goal  set  by  the  Commission.  It 
accounts  for  the  productivity  improvement  resulting 
from  the  PPS  incentive  to  reduce  the  cost  of 
resources  used  to  treat  patients.  Past  productivity 
trends  serve  as  a  guidepost  in  the  Commission's 
determination  of  a  productivity  target  for  the  future. 

Productivity  Concepts  and  Study  Method- 
ology-Productivity is  defined  as  the  ratio  of  out- 
puts to  inputs.  Increased  productivity  implies  that 
the  hospital  is  either  producing  more  output  with 
the  same  resources,  or  the  same  output  with  fewer 
resources. 

The  Commission  uses  number  of  full-time 
equivalent  (FTE)  employees  as  its  input  measure. 


Table  A-1.  Estimated  Fiscal  Year  1992  Incremental  Medicare  Cost  Impact  of  Cost- 
Increasing  Technologies  in  Existing  Cases  in  PPS  Hospitals 


Technology 

Low 

Amount  (In  Millions) 
High 

Be  si 

Atherectomy 

$  0.5 

$  0.7 

$  0.6 

Customized  orthopedic  prosthetics 

0.8 

1.9 

1.4 

Electrophysiologic  studies 

11.3 

22.5 

16.9 

Implantable  defibrillators 

65.0 

127.1 

96.0 

Lead  replacements 

7  2 

18.4 

12.8 

Implantable  infusion  pumps 

1.8 

3.5 

2.7 

Laser  angioplasty 

3.7 

6.8 

5.3 

Low  osmolar  and  nonionic  contrast  agents 

5.3 

37.1 

21.1 

Magnetic  resonance  imaging 

8.2 

15.1 

11.7 

Monoclonal  antibodies  for  sepsis 

45.0 

150.0 

97.5 

Pacemakers  (advances) 

15.2 

19.1 

17.1 

Percutaneous  transluminal  angioplasty 

1.7 

3.3 

2.5 

Percutaneous  transluminal  coronary  angioplasty 

20.6 

28.5 

20.6 

Positron  emission  tomography 

5.8 

16.2 

11.0 

Single  photon  emission  computed  tomography 

2.1 

15.1 

11.7 

Thrombolytic  agents 

27.5 

36.3 

31.9 

Ultrasound  (advances) 

2.4 

4.3 

3.4 

Total 

224.1 

515.1 

365.8 

SOURCE:  Project  HOPE  under  contract  to  ProPAC. 
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Traditionally,  it  has  defined  output  as  the  number 
of  admissions,  with  an  adjustment  for  real  case- 
mix  change.  The  resulting  productivity  measure  of 
FTEs  per  admission  implicitly  assumes  that  hospi- 
tal services  are  inputs  contributing  to  the  quality  of 
the  final  output,  a  completed  admission. 

The  Commission  has  developed  two  additional 
measures  that  permit  the  changes  in  aggregate 
productivity  to  be  scrutinized  in  more  detail.  The 
first  measure,  which  ProPAC  calls  intermediate 
productivity,  provides  information  regarding  the 
efficiency  of  hospitals  in  producing  intermediate 
services  (such  as  laboratory  tests,  surgeries,  and 
days  of  nursing  care). 

The  second  measure  examines  changes  in  the 
number  and  type  of  intermediate  services  that 
hospitals  produce,  after  controlling  for  changes  in 
the  complexity  of  patients  treated.  These  case-mix 
constant  service  increases  can  be  reflected  in  longer 
lengths  of  stay,  greater  use  of  existing  technology, 
or  the  adoption  of  expensive  new  technology  to 
provide  service  add-ons  or  substitute  for  less  com- 
plex procedures. 

ProPAC  believes  that  the  intermediate  productiv- 
ity measure  based  on  services  as  the  output  of 
hospitals  is  useful  in  assessing  overall  industry 
productivity.  It  also  helps  in  understanding  the 
continued  hospital  cost  inflation  of  the  1980s.  For 
purposes  of  setting  the  DAF,  however,  the  Com- 
mission relies  on  the  aggregate  productivity  mea- 
sure. Because  this  measure  is  based  on  admissions 
as  the  output  of  hospitals,  it  complements  the 
Commission's  cost  per  admission  calculations,  as 
well  as  the  case-based  payment  of  PPS.  Moreover, 
the  Commission  is  not  confident  that  all  recently 
observed  increases  in  intensity  of  services  were 
critical  to  the  quality  of  care  or  improved  out- 
comes, as  would  be  implied  by  using  the  interme- 
diate productivity  measure  for  the  DAF. 

For  the  intermediate  productivity  and  intensity 
of  services  measures,  the  relative  value  of  the 
various  service  units  hospitals  produce  was  mea- 
sured by  their  posted  charges,  with  an  adjustment 
to  remove  the  effects  of  year-to-year  price  changes. 
Hospital  price  changes  were  represented  by  the 
hospitals  and  related  services  component  of  the 
Consumer  Price  Index  (CPI).  Data  for  measuring 
the  number  of  hospital  admissions,  FTEs,  and  total 


charges  were  obtained  from  the  American  Hospital 
Association  (AHA)  Annual  Survey,  while  the  case- 
mix  change  data  are  ProPAC  estimates. 

Methodology  Limitations-The  Commission's 
productivity  measurements  are  subject  to  several 
limitations.  The  Commission  has  taken  these  limi- 
tations into  account  in  assessing  the  industry  pro- 
ductivity trend  and  forming  expectations  for  future 
productivity  performance. 

Two  conceptual  problems  with  the  analysis  are 
that:  (1)  the  FTEs  measure  does  not  reflect  the 
contribution  of  capital  or  other  non-labor  inputs, 
and  (2)  it  is  impossible  to  account  fully  for  quality 
enhancements  in  the  hospital  product.  These  prob- 
lems are  not  unique.  The  vast  majority  of  analyses 
within  the  health  care  field  and  in  other  industries 
use  only  labor  input  measures.  And  virtually  all 
productivity  analyses  suffer  to  one  degree  or  an- 
other from  the  inability  to  measure  quality  im- 
provements. 

There  are  two  constraints  on  the  accuracy  of  the 
data  on  FTEs.  First,  the  data  do  not  include 
contract  labor.  Use  of  contract  labor  has  probably 
increased  in  recent  years.  If  this  is  true,  measure- 
ment of  the  increase  in  FTEs  is  understated,  which 
in  turn  overstates  productivity  improvement  or  un- 
derstates productivity  decline.  Second,  the  Annual 
Survey  reports  FTEs  employed  on  the  last  day  of 
the  year,  which  is  not  necessarily  an  accurate 
reflection  of  the  labor  hours  used  throughout  the 
year. 

Using  the  Commission's  real  case-mix  change 
estimates  to  adjust  admissions  required  that  Medi- 
care data  be  extrapolated  to  the  entire  population. 
No  information  is  available  to  test  the  validity  of 
the  assumption  that  case-mix  change  has  been 
comparable  for  the  over-  and  under-65  populations. 

The  accuracy  of  ProPAC 's  intermediate  produc- 
tivity and  intensity  of  services  measures  depends 
on  two  factors.  The  first  is  how  well  hospital 
charges  reflect  the  costs  of  individual  service  units. 
The  analysis  addresses  only  the  change  in  hospital 
output.  But  hospitals  raising  prices  differentially 
for  marketing  or  other  reasons  will  create  a  bias. 
The  extent  of  the  problem  is  unknown,  just  as  the 
effect  of  differential  pricing  on  the  charge-based 
DRG  weights  is  unknown. 
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Table  A-2.    Change  in  Aggregate  Productivity  and  Its  Component  Measures 


Case-Mix 

Total 

Full-Time 

Case-Mix 

Adjusted 

Adjusted 

Service 

Equivalent 

Aggregate 

Constant 

Intermediate 

Year 

Admissions3 

Admissions3 

Output 

Employeesb 

Productivity0 

Intensity 

Productivity 

1981 

0.4% 

1 .4% 

2.6% 

4.4% 

-3.0% 

2.6% 

-0.4% 

1982 

0.6 

1.6 

1.8 

2.4 

-0.9 

1.8 

0.9 

1983 

-0.5 

0  5 

2.3 

0.4 

0.1 

2.3 

2.4 

1984 

-1.4 

0,8 

-2.6 

-1.8 

2.7 

-2.6 

0.1 

1985 

-2.3 

0.1 

-2.2 

-0.5 

0.6 

-2.2 

-1.6 

1986 

-1.0 

1.1 

2.4 

2.1 

-1.0 

2.4 

1.5 

1987 

-0.5 

1.3 

2.5 

3.0 

-1.7 

2.5 

0.8 

1988 

1.2 

3.1 

1.6 

2.7 

0.4 

1.6 

2.0 

1989 

0.5 

2.3 

0.8 

3.0 

-0.7 

0.8 

0.2 

Adjusted  for  outpatient  activity. 


Adjusted  for  skill-mix  change. 
C  Defined  as  case-mix  adjusted  admissions  per  FTE. 
^  Defined  as  total  service  output  per  FTE. 

SOURCE:    ProPAC  (for  the  real  case-mix  change  estimates),  hospitals  and  related  services  component  of  the  Consumer  Price  Index  (for  total  service  output),  and  the 
American  Hospital  Association  Annual  Survey. 


The  second  factor  is  how  well  the  hospital  com- 
ponent of  the  CPI  reflects  hospital  price  increases. 
A  favorable  feature  of  the  hospital  CPI  for  this 
analysis  is  that  it  is  based  on  the  same  data  source 
as  total  charges-hospitals'  posted  prices.  In  addi- 
tion, a  broad  array  of  hospital  services  is  repre- 
sented in  the  index,  using  a  random  selection 
technique  that  ensures  representativeness.  Finally, 
the  weights  used  for  aggregating  the  price  increases 
of  individual  service  units  are  updated  regularly. 

Study  Results-Table  A-2  shows  the  trend  in 
aggregate  productivity,  or  case-mix  adjusted  ad- 
missions per  FTE.  Before  PPS  was  introduced, 
increases  in  the  number  of  employees  outpaced 
admissions  growth,  resulting  in  declining  produc- 
tivity. This  decline  ended  in  1983,  however,  in 
response  to  the  incentives  of  the  Tax  Equity  and 
Fiscal  Responsibility  Act  of  1982  (TEFRA)  and, 
possibly,  in  anticipation  of  PPS. 

In  the  first  two  years  of  PPS,  hospitals  were 
uncertain  about  the  consequences  of  prospective 
payment  and  responded  strongly  to  its  incentives. 
Even  in  the  face  of  declining  admissions,  the  work 
force  was  reduced  enough  to  produce  a  2.7  percent 
increase  in  aggregate  productivity  in  1984,  fol- 
lowed by  a  further  improvement  of  0.6  percent 
in  1985. 


In  the  next  two  years,  however,  hospitals  were 
bolstered  by  high  early  PPS  margins.  During  this 
period,  hospitals  expanded  their  work  force  to 
more  than  erase  the  previous  reductions,  even  as 
admissions  continued  to  decrease.  Consequently, 
aggregate  productivity  once  again  declined. 

More  recently,  PPS  margins  have  fallen  consid- 
erably from  their  1985  high  point.  This  factor, 
coupled  with  an  upturn  in  admissions,  resulted  in  a 
small  productivity  improvement  (0.4  percent)  in  i 
1988  and  a  small  decline  (0.7  percent)  in  1989.  It 
is  possible  that  1988  could  represent  the  beginning 
of  a  period  of  stability  in  aggregate  productivity,  i 
Hospital  admissions  are  projected  to  continue  in- 
creasing, and  with  hospitals  experiencing  extensive 
financial  pressure,  they  are  unlikely  to  respond 
with  either  significant  increases  in  the  number  of 
workers  or  growth  in  employee  skill  mix. 

Over  the  first  six  years  of  PPS,  aggregate  pro- 
ductivity has  increased  by  a  cumulative  0.3  percent 
(see  Figure  A-l).  This  small  net  change  is  the 
result  of  the  significant  increase  of  1984  and  1985, 
the  significant  decline  of  1986  and  1987,  and  the  ( 
relative  stability  of  1988  and  1989. 

Table  A-2  also  presents  the  trend  in  case-mix 
constant  intensity  of  services  (services  per  admis- 
sion) and  intermediate  productivity  (services  per  > 


-2.0  - 


-4.0 


-6.0 


1983 


1984 


1985 


1986 
Year 


1987 


1988 


1989 


Note:  Aggregate  productivity  defined  as  the  ratio  of  admissions  to  FTE  employees.  Admissions  adjusted  for  outpatient  activity  and  real  case-mix 
change,  and  FTEs  are  adjusted  for  skill-mix  change. 


SOURCE:  ProPAC  estimates  (for  case-mix  adjustment)  and  the  American  Hospital  Association  Annual  Survey. 


FTE).  Intensity  of  services  grew  rapidly  in  1981 
and  1982.  While  hospitals  became  slightly  more 
efficient  in  their  production  of  intermediate  ser- 
vices during  this  period,  the  net  effect  of  the 
increased  intensity  was  to  lower  overall  productivity. 

Under  TEFRA,  hospitals  nearly  stopped  hiring 
new  personnel  while  service  intensity  continued  to 
increase.  This  resulted  in  a  2.4  percent  improve- 
ment in  intermediate  productivity.  As  part  of  the 
initial  response  to  prospective  payment,  however, 
hospitals  reduced  intensity  of  services  significantly. 
Even  though  the  number  of  employees  was  cut 
back  during  this  period,  this  sharp  reduction  in 
intensity  resulted  in  fewer  services  produced  per 
FTE. 

In  1986  and  1987,  service  intensity  rose  faster 
than  the  number  of  FTEs,  once  again  raising  inter- 
mediate productivity.  Finally,  intensity  growth 
moderated  in  1988  and  1989  while  intermediate 


productivity  continued  its  upward  climb,  providing 
further  evidence  that  the  industry  might  be  starting 
a  trend  of  stable  or  improved  overall  productivity. 

Since  PPS  has  been  in  effect,  cumulative  growth 
in  intermediate  productivity  has  narrowly  exceeded 
cumulative  growth  in  case-mix  constant  intensity 
of  services  (see  Figure  A-2).  The  small  difference 
between  these  two  outcomes  produced  the  net 
improvement  in  aggregate  productivity  of  0.3  per- 
cent cited  earlier. 

The  Commission's  DAF  Decision 

The  Commission  has  concluded  that  reasonable 
ranges  of  the  positive  scientific  and  technological 
advancement  allowance  and  the  negative  productiv- 
ity improvement  adjustment  net  to  0.2  percentage 
points.  This  is  based  on  a  0.7  percentage  point 
scientific  and  technological  advancement  allow- 
ance and  a  -0.5  percentage  point  productivity 
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Figure  A-2.  Cumulative  Change  in  Case-Mix  Constant  intensity  of 
Services  and  Intermediate  Productivity,  1983-1989 


6.0 


Percent 
Change 


1983  1984  1985  1986  1987  1988  1989 

Year 

•  Case-mix  constant  intensity  of  services  • ,  Intermediate  productivity 

Note:  Intermediate  productivity  is  defined  as  the  ratio  of  services  to  PTE  employees.  FTEs  are  adjusted  for  skill-mix  change. 

SOURCE:  American  Hospital  Association  Annual  Survey  and  the  Hospitals  and  Related  Services  Component  of  the  Consumer  Price  Index. 


adjustment.  It  is  ProPAC's  policy  that  savings  from 
productivity  gains  should  be  shared  equally  by  the 
Medicare  program  and  hospitals.  Therefore,  the 
Commission  believes  that  half  the  achievable  pro- 
ductivity gains  will  be  adequate  to  cover  most,  but  not 
all,  of  the  incremental  costs  of  new  technological 


improvements.  The  remaining  costs  should  be 
financed  through  the  discretionary  adjustment  fac- 
tor in  the  update.  The  Commission  continues  to 
believe  that  the  DAF  should  give  hospitals  an 
incentive  to  strive  for  productivity  improvements  as 
they  adopt  quality-enhancing  technologies. 
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CASE-MIX  CHANGE 

The  DRG  case-mix  index  (CMI)  is  the  average 
DRG  weight  for  all  cases  paid  under  PPS .  Because 
the  DRG  weight  determines  the  PPS  payment  for 
each  case,  any  increase  in  the  CMI  results  in  a 
corresponding  increase  in  hospital  payments.  The 
CMI  may  increase  because  of  real  case-mix  change 
or  because  of  upcoding.  Real  case-mix  change  is 
defined  as  changes  in  patient  resource  require- 
ments caused  by  changes  in  the  mix  of  patients  or 
their  treatments.  Upcoding  is  defined  as  changes  in 
medical  record  documentation  or  coding  practices 
that  result  in  assignment  of  cases  to  higher- 
weighted  DRGs. 

The  Commission  makes  a  case-mix  adjustment 
to  the  annual  update  factor  for  two  reasons.  On  the 
one  hand,  upcoding  results  in  a  higher  CMI,  but 
does  not  reflect  changes  in  patient  resource  re- 
quirements. Therefore,  it  is  not  appropriate  for 
hospital  base  payment  rates  to  reflect  this  portion 
of  CMI  change.  On  the  other  hand,  the  CMI  does 
not  entirely  capture  changes  in  resource  require- 
ments resulting  from  increases  in  patient  complex- 
ity within  DRGs.  ProPAC  believes  that  hospitals 
should  also  be  compensated  for  this  unmeasured 
portion  of  real  case-mix  change,  referred  to  as 
within-DRG  case-complexity  change. 

For  several  years,  the  Commission  has  been 
working  to  develop  better  methods  of  measuring 
the  components  of  case-mix  change.  This  has  been 
difficult  because  changes  in  patient  mix  frequently 
are  indistinguishable  from  changes  in  coding.  The 
task  was  complicated  further  in  1991  because  a 
study  previously  used  to  estimate  real  case-mix 
change  was  discontinued  due  to  data  limitations. 
Therefore,  the  case-mix  change  recommendation  is 
largely  based  on  analysis  of  past  data  and  Commis- 
sion judgment. 

The  methods  used  by  the  Commission  in  1991 
to  estimate  each  case-mix  change  component  and 
to  arrive  at  its  final  recommendation  are  described 
below. 

Case-Mix  Index  Change 

Since  the  beginning  of  PPS,  year-to-year  CMI 
change  generally  has  declined.  The  trend  is  illus- 
trated in  Figure  A-3.  In  1988,  however,  the  CMI 
increased  3.6  percent,  interrupting  the  downward 
trend.  This  relatively  large  increase  was  primarily 


due  to  two  changes  in  the  DRG  Grouper  (the 
software  that  HCFA  uses  to  assign  cases  to  DRGs). 
Age  was  eliminated  as  a  DRG  classification  crite- 
rion, and  two  heavily  weighted  DRGs  were  created 
that  included  mechanical  ventilation  and  tracheos- 
tomy as  classification  criteria.  Both  of  these 
changes  provided  hospitals  with  incentives  to  fur- 
ther improve  their  medical  record  documentation 
practices. 

Without  additional  Grouper  changes,  the  Com- 
mission expects  that  CMI  change  will  gradually 
decline  to  a  steady-state  level.  The  data  for  1989 
and  preliminary  data  for  1990  confirm  this  expec- 
tation, with  CMI  change  falling  to  2.8  percent  and 
2.5  percent,  respectively.  Grouper  changes  enacted 
in  fiscal  year  1991,  however,  are  expected  to  pro- 
vide additional  opportunities  for  upcoding.  Based 
on  analysis  of  previous  CMI  trends,  ProPAC  pro- 
jects that  instead  of  declining,  CMI  change  will 
again  be  2.5  percent  in  1991. 

Real  Case-Mix  Index  Change 

The  Commission  believes  that  as  the  total 
amount  of  CMI  change  declines,  the  proportion 
that  reflects  real  changes  in  patient  care  require- 
ments increases.  In  the  past,  ProPAC s  estimates  of 
real  CMI  change  have  been  built  on  this  logic, 
along  with  empirical  evidence  provided  by  a  major 
study  of  real  case-mix  change. 

That  study,  conducted  by  the  RAND  Corpora- 
tion for  HCFA  with  support  from  ProPAC,  involved 
reabstracting  medical  records  and  comparing  the 
originally  coded  data  with  the  recoded  data.  This 
methodology  allowed  apportionment  of  CMI  change 
into  real  and  upcoding  components. 

This  year  the  RAND  study  was  not  conducted 
because  a  suitable  database  could  not  be  obtained. 
The  data  source  used  previously,  medical  records 
collected  by  the  SuperPRO  for  use  in  evaluating 
Peer  Review  Organizations,  no  longer  provides  a 
representative  sample  of  PPS  cases.  Since  an  em- 
pirical study  of  CMI  change  was  not  conducted  in 
1991,  the  Commission's  estimate  of  real  CMI 
change  was  based  primarily  on  analysis  of  coding 
and  case-mix  trends  and  Grouper  changes. 

As  noted,  recent  changes  to  the  DRG  system 
may  provide  additional  opportunities  for  upcoding. 
In  fiscal  year  1991,  highly  weighted  tracheostomy, 
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Figure  A-3.  Annual  Case-Mix  Index  Change,  1984-1991 
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liver  transplant,  and  bone  marrow  transplant  DRGs 
were  created.  However,  these  changes  involve  fewer 
cases  and  are  expected  to  have  less  impact  on  the 
case-mix  index  than  the  changes  enacted  in  1988. 

Analysis  of  coding  trends  provides  evidence  that 
hospitals  not  only  document  the  medical  condi- 
tions of  their  patients  more  fully  than  in  past  years, 
but  also  target  their  coding  practices  to  maximize 
reimbursement.  For  example,  from  1986  to  1989, 
the  percentage  of  discharges  for  which  at  least  one 
secondary  diagnosis  was  coded  increased  from  90 
percent  to  94  percent.  Over  the  same  period,  the 
percentage  of  discharges  for  which  a  complication 
or  comorbidity  was  coded,  resulting  in  the  place- 
ment of  patients  in  higher-weighted  DRGs  than 


other  patients  with  the  same  principal  diagnosis, 
increased  from  64  percent  to  74  percent. 

The  Commission  estimated  that  50  percent  and 
55  percent  of  total  CMI  change  in  1989  and  1990, 
respectively,  was  due  to  real  case-mix  change.  In 
1991,  the  Commission  estimates  that  about  one- 
half  of  total  CMI  change,  or  1.3  percentage  points, 
will  represent  real  changes  in  patient  resource  use. 

Within-DRG  Case-Complexity  Change 

For  the  past  three  years,  the  Commission's  esti- 
mates of  case-complexity  change  have  been  based 
on  an  analysis  by  SysteMetrics/McGraw-Hill,  Inc. 
The  contractor  developed  a  database  using  a  10 
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percent  stratified  random  sample  of  PPS  hospitals. 
For  this  set  of  hospitals,  all  discharge  records  were 
obtained  from  fiscal  years  1987  through  1989.  Two 
alternative  patient  classification  systems,  Disease 
Staging  and  Patient  Management  Categories 
(PMCs),  were  used  to  measure  changes  in  patient 
complexity. 

After  cases  were  assigned  to  DRGs,  they  were 
classified  both  by  Disease  Staging  and  by  PMCs. 
This  permitted  measuring  increases  in  complexity 
by  both  classification  systems,  while  holding  DRG 
constant.  With  this  methodology,  the  contractor 
developed  two  trend  estimates  of  case-complexity 
change.  Using  both  Disease  Staging  and  PMCs, 
case-complexity  increased  0.8  percent  in  1988  and 
0.3  percent  in  1989. 

Case  complexity  may  increase  because  the  pa- 
tient has  a  more  severe  principal  diagnosis  or 
condition,  or  more  complications  or  comorbidities. 
Increases  due  to  either  factor  may  reflect  real 
change  or  simply  changes  in  medical  record  coding 
practices.  Estimates  of  case-complexity  change 
based  on  Disease  Staging  are  more  subject  to 
upcoding  than  those  based  on  PMCs  because  Dis- 
ease Staging  incorporates  information  on  more 
diagnoses  and  procedures. 


The  reduction  in  within-DRG  case-complexity 
change  from  1988  to  1989  may  be  the  result  of 
three  factors.  First,  DRG  refinements  may  have 
reduced  the  variation  in  patient  complexity  within 
DRGs.  Second,  the  shift  of  less  complex  cases  to 
the  outpatient  setting  has  slowed,  resulting  in  lower 
levels  of  case-complexity  change  for  hospitalized 
patients.  Finally,  hospitals  may  be  reaching  the 
upper  limits  of  their  upcoding  potential. 

Based  on  these  considerations,  the  Commission 
judges  that  the  appropriate  estimate  of  within-DRG 
case-complexity  change  for  1991  is  0.2  percent. 

Future  Analyses 

Case-mix  index  change  continues  to  be  a  major 
source  of  payment  increases  to  hospitals.  The  Com- 
mission's methods  for  differentiating  real  case-mix 
change  from  upcoding  have  improved  significantly 
over  the  past  few  years,  but  the  data  needed  for  a 
reabstraction  study  are  no  longer  available.  ProPAC 
will  be  glad  to  work  with  HCFA  to  obtain  the 
needed  data  sources  and  to  investigate  the  reasons 
for  case-mix  change. 
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THE  INDIRECT  MEDICAL  EDUCATION 
AND  DISPROPORTIONATE  SHARE 
ADJUSTMENTS 

ProPAC's  activities  include  the  analysis  of  ad- 
justments to  Medicare  payment  rates  received  by 
hospitals  under  PPS.  Currently,  adjustments  are 
made  to  recognize  the  indirect  costs  of  graduate 
medical  education  programs  and  the  additional 
costs  faced  by  hospitals  that  treat  a  disproportion- 
ate share  of  low- income  patients.  The  Commis- 
sion's recommendation  and  comments  in  this  report 
are  based  on  an  analysis  of  the  appropriate  level  of 
these  adjustments,  the  way  that  they  are  incorpo- 
rated into  the  payment  system,  and  their  impact  on 
hospital  performance  under  PPS.  This  analysis  is 
described  below. 

The  adjustment  for  indirect  medical  education 
(IME)  costs  is  based  on  the  intensity  of  teaching 
activity.  The  measure  of  intensity  used  in  PPS  is 
based  on  the  hospital's  ratio  of  interns  and  resi- 
dents per  bed.  Currently,  the  IME  adjustment  is 
roughly  7.7  percent  for  every  10  percent  increment 
in  teaching  intensity. 

For  several  years,  including  fiscal  year  1991,  the 
Secretary  of  Health  and  Human  Services  has  rec- 
ommended a  reduction  in  the  IME  adjustment  to 
4.05  percent.  In  ProPAC's  March  1990  report,  the 
Commission  recommended  a  reduction  to  6.8  per- 
cent, stating  its  intention  to  continue  the  analysis 
of  PPS  payments  to  teaching  hospitals. 

The  disproportionate  share  (DSH)  adjustment  is 
based  on  the  hospital's  low-income  share,  which  is 
equal  to  the  sum  of  two  proportions:  the  proportion 
of  patient  days  accounted  for  by  Medicaid  patients 
and  the  proportion  of  Medicare  patient  days  ac- 
counted for  by  patients  who  also  receive  Supple- 
mental Security  Income  payments. 

In  the  Omnibus  Reconciliation  Act  (OBRA)  of 

1989,  Congress  substantially  changed  the  criteria 
for  qualifying  as  a  disproportionate  share  hospital 
and  the  formula  on  which  the  DSH  adjustment  is 
based.  These  changes  increased  both  the  number 
of  hospitals  qualifying  for  the  DSH  adjustment- 
particularly  in  rural  areas-and  the  size  of  the 
adjustment  received  by  many  hospitals.  In  OBRA 

1990,  Congress  again  substantially  increased  the 
size  of  the  DSH  adjustment,  primarily  for  hospitals 
in  urban  areas. 


An  estimated  $2.5  billion  in  PPS  payments  were 
made  through  the  IME  adjustment  in  fiscal  year 
1990.  Approximately  60  percent  of  those  dollars 
went  to  major  teaching  hospitals,  which  comprise 
only  about  20  percent  of  all  teaching  hospitals  and 
only  4  percent  of  all  hospitals.  Teaching  hos- 
pitals-particularly  major  teaching  hospitals-have 
much  higher  PPS  margins  than  non-teaching  hospi- 
tals. However,  major  teaching  hospitals  have  lower 
total  margins  than  other  hospital  groups. 

The  DSH  adjustment  accounted  for  about  $1.6 
billion  during  fiscal  year  1990.  This  amount  should 
increase  sharply  in  fiscal  year  1991,  due  to  the 
changes  made  by  OBRA  1990.  PPS  margins  for 
disproportionate  share  hospitals  are  much  higher 
than  those  for  non-disproportionate  share  hospitals. 
However,  total  margins  for  disproportionate  share 
hospitals  are  lower. 

There  is  a  great  deal  of  overlap  between  the  IME 
and  DSH  adjustments.  Disproportionate  share  hos- 
pitals receive  almost  two-thirds  of  IME  payments, 
while  more  than  two-thirds  of  DSH  payments  go  to 
teaching  hospitals.  This  pattern  of  payments  re- 
flects similarities  in  the  objectives  of  the  two 
adjustments,  both  of  which  have  been  used  to 
provide  Federal  support  for  the  continued  access  of 
Medicare  beneficiaries  and  others  to  hospitals  with 
unique  roles  in  the  provision  of  health  care. 

The  analysis  of  the  IME  and  DSH  adjustments 
involves  five  basic  questions: 

•  Which  hospitals  is  each  adjustment  intended 
to  help? 

•  How  can  these  hospitals  be  identified? 

•  What  is  the  appropriate  level  of  the  adjust- 
ment? 

•  What  is  the  impact  on  the  distribution  of  PPS 
payments? 

•  What  is  the  impact  on  the  performance  of  the 
hospitals  that  the  adjustment  was  intended  to 
help? 

ProPAC  has  examined  several  of  these  issues. 
These  ongoing  studies  are  intended  to  provide 
information  for  developing  recommendations  to  im- 
prove the  equity  of  PPS  payments  and  ensure  the 
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access  of  Medicare  beneficiaries  to  high-quality 
health  care.  The  current  status  of  these  analyses  is 
described  below. 

Teaching  Intensity  and 
Medicare  Operating  Costs 

In  each  of  the  past  few  years,  ProPAC  has 
analyzed  the  relationship  between  teaching  inten- 
sity and  Medicare  operating  costs.  This  analysis  is 
based  on  the  most  recent  available  Medicare  Cost 
Report  data  and  the  PPS  payment  rules  for  the 
current  Federal  fiscal  year.  The  analysis  for  this 
report  is  based  on  cost  data  from  the  fifth  year  of 
PPS  and  fiscal  year  1991  payment  rules. 

For  this  analysis,  Medicare  operating  costs  per 
discharge  are  calculated  for  each  hospital  and  ad- 
justed for  the  effect  of  factors  (other  than  teaching 
intensity)  that  have  been  incorporated  into  the 
payment  system.  These  factors  include:  geographic 
differences  in  the  PPS  base  payment  amounts,  the 
local  area  wage  index,  the  hospital's  Medicare 
case-mix  index,  the  DSH  adjustment,  and  outlier 
payments.  The  resulting  payment-adjusted  Medi- 
care operating  costs  per  discharge  indicate  the 
difference  in  costliness  across  hospitals,  holding 
differences  in  payment  factors  (except  for  the  IME 
adjustment)  constant. 

A  univariate  regression  model  is  then  constructed 
to  estimate  the  relationship  between  payment- 
adjusted  costs  and  teaching  intensity.  This  model  is 
structured  so  that  the  results  indicate  the  percent- 
age difference  in  the  cost  variable  associated  with 
each  10  percent  difference  in  the  teaching  intensity 
variable.  Another  way  to  interpret  this  model  is  as 
indicating  the  IME  adjustment  that  would  result  in 
the  best  fit  between  the  patterns  of  PPS  payments 
and  PPS  costs  across  hospitals,  subject  to  the 
current  values  of  the  other  PPS  payment  factors. 

The  most  recent  ProPAC  analysis  indicates  that  a 
10  percent  difference  in  teaching  intensity  is  asso- 
ciated with  a  2.1  percent  difference  in  Medicare 
operating  costs  per  discharge. 

To  determine  the  effect  of  teaching  intensity  on 
costs,  separate  from  the  influence  of  DSH  pay- 
ments, ProPAC  also  estimated  the  same  relation- 
ship without  adjusting  for  these  payments.  This 
reflects  the  Commission's  determination  that  the 


IME  and  DSH  adjustments  have  essentially  differ- 
ent policy  objectives,  despite  the  substantial  over- 
lap between  them. 

The  result  of  omitting  the  DSH  adjustment  from 
the  analysis  was  to  increase  the  estimated  effect  of 
teaching  intensity  to  4.2  percent.  Comparing  this 
estimate  to  that  obtained  when  the  DSH  adjust- 
ment is  included  indicates  that  DSH  payments 
account  for  about  half  of  the  difference  in  costs 
that  would  otherwise  be  attributed  to  teaching 
intensity. 

Alternative  Specifications  of  Teaching 
Intensity 

ProPAC  also  has  considered  different  ways  to 
specify  the  relationship  between  teaching  intensity 
and  Medicare  costs.  The  results  of  the  analysis 
described  above  are  based  on  the  assumption  that 
this  relationship  is  the  same  regardless  of  the 
hospital's  teaching  intensity.  However,  if  the  rela- 
tionship is  different  for  hospitals  with  more  inten- 
sive teaching  programs  than  for  those  with  less,  it 
might  be  possible  to  improve  the  distribution  of 
IME  payments  by  having  different  IME  adjust- 
ments for  different  groups  of  teaching  hospitals. 

To  further  examine  this  issue,  ProPAC  analyzed 
the  residuals  from  each  of  the  regressions  de- 
scribed above.  However,  none  of  the  residuals  was 
found  to  be  significantly  different  from  zero,  indi- 
cating no  systematic  under-  or  overpayment  among 
groups  of  teaching  hospitals  under  the  current 
structure. 

There  still  are  indications,  however,  that  differ- 
ent groups  of  teaching  hospitals  may  have  very 
different  characteristics  and  operate  in  very  differ- 
ent environments.  Moreover,  there  are  alternative 
ways  to  measure  teaching  intensity  that  might  im- 
prove the  distribution  of  IME  payments.  In  the 
coming  year,  ProPAC  will  continue  to  investigate 
refinements  in  the  specification  of  the  relationship 
between  teaching  intensity  and  Medicare  costs, 
including  alternative  measures  of  teaching  intensity. 

Disproportionate  Share  Status  and 
Medicare  Operating  Costs 

ProPAC  also  examined  the  relationship  between 
disproportionate  share  status  and  Medicare  operat- 
ing costs.  A  regression  similar  to  the  one  used  to 
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estimate  the  effect  of  teaching  intensity  was  modi- 
fied to  include  disproportionate  share  status  as  an 
explanatory  factor.  This  factor  was  defined  accord- 
ing to  the  current  rules  for  DSH  payment,  with 
hospitals  qualifying  under  eight  different  formulas. 

The  analysis  indicates  that  the  only  dispropor- 
tionate share  hospitals  with  significantly  higher 
Medicare  costs  than  other  hospitals  are  large  urban 
or  rural  hospitals  with  very  high  low- income  shares. 
Moreover,  even  for  this  group,  the  relationship 
between  costs  and  low-income  share  is  substan- 
tially smaller  than  the  payment  formula  indicates. 

This  finding  is  consistent  with  a  1990  Congres- 
sional Budget  Office  report,  Medicare's  Dispro- 
portionate Share  Adjustment  for  Hospitals. 
However,  as  pointed  out  in  that  report,  the  lack  of 


a  generally  significant  relationship  between  low- 
income  share  and  costs  may  be  due  to  the  overall 
revenue  constraints  faced  by  hospitals  that  treat  the 
poor.  In  any  event,  the  DSH  adjustment  may  be 
based  on  additional  considerations,  such  as  the 
desire  to  maintain  access  to  these  hospitals  for 
Medicare  enrollees  as  well  as  Medicaid  and  other 
low- income  populations. 

ProPAC  will  further  analyze  the  DSH  adjustment 
and  its  interaction  with  the  IME  adjustment  in  the 
coming  year. 

Financial  Performance  by  Teaching  and 
Disproportionate  Share  Status  and  Location 

There  are  also  distinct  patterns  in  PPS  and  total 
margins  by  teaching  and  disproportionate  share 
status  (see  Figure  A-4).  Teaching  hospitals  that 


Figure  A-4.  PPS  and  Total  Margins  in  the  Fifth  Year  of  PPS,  by  IME 
and  DSH  Status 


Margin 
(In  Percent) 


IME/DSH 


I  PPS  margin       Total  margin 


IME/Non-DSH  Non-IME/DSH  Non-IME/Non-DSH 

Hospital  Type 


Note:  Indirect  medical  education  (IME);  disproportionate  share  (DSH). 

SOURCE:  Medicare  Cost  Report  data  from  the  Health  Care  Financing  Administration. 
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also  receive  the  DSH  adjustment  had  the  highest 
aggregate  PPS  margin  in  the  fifth  year  of  prospec- 
tive payment.  Hospitals  that  receive  both  adjust- 
ments had  a  PPS  margin  of  8.7  percent,  compared 
with  —2.7  percent  for  hospitals  that  receive  nei- 
ther adjustment.  PPS  margins  for  hospitals  receiv- 
ing only  one  of  the  adjustments  fell  between  these 
extremes. 

The  pattern  of  total  margins  is  somewhat  differ- 
ent from  that  of  PPS  margins.  Dual  teaching  and 
disproportionate  share  hospitals  had  the  lowest  to- 
tal margin  in  the  fifth  year,  while  teaching  hospi- 
tals that  are  not  disproportionate  share  hospitals 
had  the  highest  total  margin. 

Disproportionate  share  hospitals  had  lower  total 
margins  than  other  hospitals  in  every  location  (see 
Figure  A-5).  However,  the  difference  is  by  far  the 


greatest  in  the  large  urban  core  areas.  This  indi- 
cates that  the  DSH  adjustment  may  be  more  effec- 
tively targeted  to  hospitals  with  low  total  margins 
in  those  areas. 

Targeting  IME  and  DSH  Payments 

To  further  analyze  the  targeting  of  IME  and 
DSH  payments,  ProPAC  examined  the  distributions 
of  these  payments  across  five  groups  of  hospitals, 
ranked  in  order  of  their  total  margins  in  the  fifth 
year  of  PPS  (see  Figure  A-6).  Each  hospital's  total 
margin  was  computed  excluding  IME  and  DSH 
payments. 

The  lowest  total  margin  group  is  comprised  of 
hospitals  with  total  margins  (excluding  IME  and 
DSH  payments)  in  the  20th  percentile  or  lower;  the 
highest  total  margin  group  consists  of  hospitals 


Figure  A-5.  Total  Margins  in  the  Fifth  Year  of  PPS  for  DSH  and 
 Non-DSH  Hospitals  by  Location  
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Note:  Indirect  medical  education  (IME);  disproportionate  share  (DSH). 

SOURCE:  Medicare  Cost  Report  data  from  the  Health  Care  Financing  Administration. 
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with  total  margins  in  the  80th  percentile  or  higher. 
If  the  proportion  of  IME  or  DSH  payments  for 
hospitals  in  any  total  margin  group  is  higher  than 
the  proportion  of  other  PPS  payments,  the  hospi- 
tals in  the  group  are  receiving  a  greater  share  of 
those  payments  than  other  hospitals. 

This  analysis  does  not  imply  that  total  margins 
should  be  used  as  a  criterion  for  determining  PPS 
payment  adjustments.  The  Commission  has  consis- 
tently stated  that  neither  PPS  nor  total  margins  are 
appropriate  to  use  directly  for  that  purpose.  How- 
ever, total  margins  are  useful  as  an  analytic  tool  in 
this  context,  since  the  financial  viability  of  teach- 
ing and  disproportionate  share  hospitals  has  been  a 
concern  of  both  the  Commission  and  Congress. 

Hospitals  with  low  total  margins  appear  to  have 
received  the  largest  shares  of  both  IME  and  DSH 


payments  in  the  fifth  year.  While  the  hospitals  in 
the  lowest  total  margin  group  received  14  percent 
of  all  other  PPS  payments,  they  received  29  per- 
cent of  all  IME  payments  and  29  percent  of  all 
DSH  payments.  Nonetheless,  hospitals  in  the  two 
highest  total  margin  groups  still  received  a  com- 
bined 19  percent  of  all  IME  payments  and  24 
percent  of  all  DSH  payments. 

Since  the  DSH  adjustment  has  changed  substan- 
tially in  recent  years-particularly  due  to  the  provis- 
ions of  OBRA  1989  and  OBRA  1990-ProPAC  also 
examined  the  estimated  distribution  of  DSH  pay- 
ments under  fiscal  year  1991  rules  across  the  same 
five  groups  of  hospitals  (see  Figure  A-7).  To 
achieve  comparability,  the  distribution  of  DSH 
payments  in  each  year  was  adjusted  for  the  distri- 
bution of  other  PPS  payments  (not  including  IME 
payments). 
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Figure  A-6.   Shares  of  IME,  DSH,  and  Other  PPS  Payments  in  PPS5, 
by  Total  Margin  Group 
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Note:  Total  margins  are  calculated  excluding  indirect  medical  education  (IME)  and  disproportionate  share  (DSH)  payments. 
SOURCE:  Medicare  Cost  Report  data  from  the  Health  Care  Financing  Administration. 
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In  fiscal  year  1991,  the  proportion  of  DSH 
payments  going  to  the  lowest  total  margin  group 
fell  from  29  percent  to  26  percent.  The  proportion 
of  DSH  payments  going  to  the  highest  margin 
group  rose  from  1 1  percent  to  14  percent.  This 
effect  was  especially  prevalent  among  hospitals  in 
urban  ring  and  rural  areas.  These  data  indicate  that 
changes  in  the  DSH  adjustment  between  the  fifth 
year  of  PPS  and  fiscal  year  1991  have  directed  a 
higher  proportion  of  DSH  payments  toward  hospi- 
tals that  were  not  in  financial  trouble. 

Impact  of  Changes  in  the  IME  Adjustment 

Finally,  ProPAC  examined  the  impact  on  PPS 
payments  of  a  reduction  in  the  IME  adjustment  to 


7.0  percent,  consistent  with  the  Commission's  rec- 
ommendation for  fiscal  year  1992  (see  Table  A-3). 
Reducing  the  IME  adjustment  to  7.0  percent  with 
no  offsetting  increase  in  the  standardized  payment 
amounts  would  result  in  a  decrease  of  0.4  percent 
in  total  PPS  payments. 

However,  if  the  reduction  in  the  IME  adjustment 
is  offset  by  corresponding  adjustments  to  the  stan- 
dardized payment  amounts  for  urban  and  rural 
hospitals,  as  the  Commission  recommends,  there 
would  be  no  net  change  in  total  PPS  payments. 
Such  a  budget-neutral  IME  reduction  would  result 
in  no  net  change  for  either  urban  or  rural  hospitals. 
Major  teaching  hospitals  would  experience  a  1.1 


Figure  A-7.  Relative  Share  of  DSH  Payments  in  PPS  5  and  Estimated 
for  Fiscal  Year  1991 
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Note:  Total  margins  are  calculated  excluding  indirect  medical  education  (IME)  and  disproportionate  share  (DSH)  payments. 
SOURCE:  Medicare  Cost  Report  data  and  ProPAC  PPS  payment  model. 


73 


Table  A-3.  Estimated  Impact  on  PPS  Payments 
of  Reducing  the  IME  Adjustment  from 
7.7  Percent  to  7.0  Percent 


Percent  Change  in  PPS  Payments 


Hospital  Group  Budget  Savings        Budget  Neutral 


All  hospitals  -0.4%  0.0% 

Urban  -0.5  0.0 

Rural  -0.1  0.0 

Disproportionate  share  -0.6  -0.2 

Non-disproportionate  share  -0.3  0.1 

Major  teaching  -1.5  -1.1 

Other  teaching  -0.5  0.0 

Non-teaching  0.0  0.4 

SOURCE:  ProPAC  PPS  payment  model. 


percent  decrease  in  PPS  payments,  while  non- 
teaching  hospitals  would  experience  a  net  increase 
of  0.4  percent. 

Conclusions 

The  Commission  recognizes  that,  since  PPS 
began,  the  Medicare  program  has  more  than  ade- 
quately compensated  teaching  hospitals  for  the 
costs  of  treating  Medicare  patients.  The  current 
7.7  percent  IME  adjustment  is  substantially  higher 
than  the  empirical  estimate  of  4.2  percent  indi- 
cated by  the  most  recent  analysis.  Moreover,  PPS 
margins  consistently  have  been  higher  for  teaching 
hospitals  than  for  non-teaching  hospitals.  PPS  mar- 
gins for  major  teaching  hospitals  have  been  espe- 
cially high. 

However,  the  overall  financial  performance  of 
major  teaching  hospitals  has  been  poor  relative  to 
other  hospitals.  Major  teaching  hospitals  have  had 
lower  total  margins  than  any  other  major  hospital 
group.  The  pattern  of  IME  payments  across  hospi- 
tals indicates  that  these  payments  are  concentrated 
among  hospitals  with  low  total  margins.  The  Com- 
mission is  concerned  that  the  continued  operation 
of  these  hospitals  and  the  fulfillment  of  their  unique 
role  in  the  provision  of  health  care  might  be 
impaired  without  continued  Federal  support. 

The  Commission  believes  that  the  Medicare 
program's  responsibility  to  its  enrollees  is  broader 
than  merely  the  payment  of  Medicare  operating 
costs.  This  responsibility  includes  maintaining  ac- 
cess to  high-quality  health  care,  which  might  be 
adversely  affected  if  the  poor  financial  status  of 


major  teaching  hospitals  were  to  worsen.  A  sharp 
reduction  of  the  IME  adjustment  might  have  that 
undesirable  effect. 

Given  these  considerations,  the  Commission 
believes  that  a  gradual  reduction  of  the  IME  ad- 
justment is  a  prudent  course  of  action.  The  ProPAC 
recommendation  would  reduce  the  adjustment  by 
one-fifth  of  the  difference  between  its  current  level 
of  7.7  percent  and  the  Commission's  empirical 
estimate  of  4.2  percent. 

This  approach  recognizes  as  an  ultimate  objective 
the  use  of  the  IME  adjustment  to  appropriately 
compensate  for  differences  in  Medicare  costs  that 
are  attributable  to  differences  in  teaching  intensity. 
At  the  same  time,  the  DSH  adjustment  or  a  future 
refinement  of  that  adjustment  should  be  used  to 
fulfill  the  broader  social  responsibilities  of  the 
Medicare  program  as  efficiently  as  possible.  No 
preferable  alternative  to  the  DSH  adjustment  is 
available  at  this  time,  but  the  amount  of  informa- 
tion on  this  issue  has  grown  rapidly  in  the  past 
year. 

The  Commission  therefore  recommends  a 
reduction  in  the  level  of  the  IME  adjustment  from 
its  current  level  of  7.7  percent  to  7.0  percent  for 
fiscal  year  1992.  The  anticipated  decrease  in  Medi- 
care hospital  payments  that  would  result  from  this 
reduction  should  be  exactly  offset  by  correspond- 
ing increases  in  the  standardized  payment  amounts 
for  urban  and  rural  hospitals. 

Further  reductions  in  the  IME  adjustment  should 
be  considered  in  the  context  of  their  interaction 
with  the  other  components  of  the  payment  system 
and  their  overall  effect  on  PPS  payments.  The 
impact  on  the  quality  of  care  and  access  to  that 
care  should  also  be  considered.  In  general,  the 
effects  of  any  change  in  Medicare  payment  policy 
must  be  considered  in  terms  of  its  impact  on  the 
health  care  system  as  a  whole. 

In  the  coming  year,  ProPAC  will  continue  to 
examine  the  level  and  structure  of  the  IME  adjust- 
ment, as  well  as  other  factors  that  influence  pay- 
ments and  costs  for  teaching  hospitals  and  their 
financial  condition.  The  distribution  of  PPS  and 
total  margins,  along  with  other  effects  of  potential 
changes  in  the  IME  adjustment,  will  also  be 
studied. 
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ProPAC's  analysis  also  indicates  that,  unlike 
teaching  hospitals,  disproportionate  share  hospitals 
generally  do  not  have  significantly  higher  Medicare 
costs  than  other  hospitals.  Urban  hospitals  with 
large  shares  of  low-income  patients  are  the  only 
exception  to  this  finding. 

Like  teaching  hospitals,  disproportionate  share 
hospitals  have  been  more  than  compensated  for 
their  Medicare  costs.  PPS  margins  for  dispropor- 
tionate share  hospitals  are  substantially  higher  than 
for  other  hospitals.  However,  disproportionate  share 
hospitals  also  have  low  total  margins. 

Of  particular  note  is  the  poor  overall  financial 
condition  of  disproportionate  share  hospitals  in  the 
cores  of  large  urban  areas.  These  hospitals  provide 
the  main  link  to  the  health  care  system  for  many 
people  who  are  too  poor  to  pay  for  medical  care. 
Without  continued  Federal  support,  many  of  these 
hospitals  might  lack  the  resources  to  provide  the 
care  required  by  the  population  they  serve. 

The  Commission  believes  that,  although  the 
relationship  between  disproportionate  share  status 
and  Medicare  costs  is  not  strong,  this  may  be  due 
to  the  revenue  constraints  historically  faced  by  hos- 


pitals that  provide  the  bulk  of  care  to  the  poor.  More- 
over, it  is  appropriate  for  the  Federal  government 
to  subsidize  continued  access  to  care  for  this 
population,  which  may  include  many  Medicare 
beneficiaries.  Although  it  could  be  argued  that 
more  direct  policy  initiatives  would  be  more  effec-  : 
tive  in  accomplishing  this  goal,  the  Medicare  and 
Medicaid  programs  are  currently  the  primary  vehi- 
cles for  such  financial  support. 

In  this  context,  the  Commission  believes  that  it 
is  important  to  improve  the  allocation  of  IME  and 
DSH  payments  to  fulfill  two  objectives.  One  is  the 
program-specific  objective  of  appropriately  com- 
pensating hospitals  for  their  Medicare  costs.  The  jj 
other  is  the  broader  objective  of  maintaining  access 
to  care  for  the  Medicare  population  and  others. 

The  Commission  will  focus  in  the  coming  year 
on  developing  information  about  the  effects  of  the  j 
current  DSH  adjustment  and  the  feasibility  of  al- 
ternatives to  this  adjustment.  The  Commission  also 
urges  the  Secretary  of  Health  and  Human  Services 
to  pursue  this  line  of  analysis-including  the  exami- 
nation and  development  of  more  direct  methods  for 
fulfilling  the  Federal  government's  broader  respon- 
sibilities to  maintain  access  to  high-quality  health  ' 
care  for  the  entire  population. 
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PPS-EXCLUDED  HOSPITALS  AND 
DISTINCT-PART  UNITS 

Four  types  of  hospitals  (psychiatric,  rehabilita- 
tion, long-term,  and  children's)  and  two  types  of 
distinct-part  units  (rehabilitation  and  psychiatric) 
are  excluded  from  PPS.  In  fiscal  year  1989,  cancer 
hospitals  were  added  to  the  list  of  PPS-excluded 
facilities. 

Payment  Policy 

PPS-excluded  providers  are  paid  on  the  basis  of 
each  facility's  historical  costs  trended  forward, 
with  a  limit  placed  on  the  rate  of  increase  in 
per-case  reimbursable  costs.  These  target  rate-of- 
increase  limits,  established  by  the  Tax  Equity  and 
Fiscal  Responsibility  Act  of  1982,  are  updated 
annually.  The  target  rate  per  discharge  is  based  on 
hospital-specific  Medicare  costs  in  a  base  year, 
j  The  base  year  varies  depending  on  when  the  facil- 
ity was  constructed  or  converted  to  a  PPS-excluded 
category. 

Facilities  with  costs  less  than  the  target  rate  per 
discharge  receive  their  cost  plus  an  additional  pay- 
ment that  is  the  lesser  of  50  percent  of  the  differ- 
ence between  its  costs  and  the  TEFRA  target  rate, 
or  5  percent  of  the  TEFRA  target  rate.  Facilities 
with  costs  exceeding  the  target  rate  per  discharge 
received  an  additional  payment  in  fiscal  years  1983 
and  1984.  This  payment  equaled  25  percent  of  the 
difference  between  their  costs  and  the  TEFRA 
target  rate.  From  fiscal  year  1985  through  fiscal 
year  1991,  facilities  with  costs  higher  than  the 
target  rate  per  discharge  received  no  additional 
payments.  Beginning  in  fiscal  year  1992,  providers 
will  receive  50  percent  of  their  costs  above  the 
target  amount,  subject  to  a  payment  ceiling  of  110 
percent  of  the  target  amount. 

Adjustments  to  Payment 

The  Secretary  is  required  to  provide  for  an 
exemption  from,  or  an  exception  and  adjustment 
to,  the  amount  of  payment  for  a  hospital  where 
events  beyond  the  hospital's  control  distort  the 
increase  in  costs  for  a  reporting  period.  The  Secre- 
tary may  select  the  most  appropriate  method  for 
exemption,  exception,  or  adjustment,  including 
assigning  a  new  base  year.  Providers  must  submit 
separate  applications  for  each  year  that  costs  ex- 
ceed payments. 


OBRA  1990  specified  the  procedure  and  criteria 
for  an  exception  or  adjustment  to  the  target  rates. 
The  Secretary  must  announce  a  decision  on  any 
request  within  180  days  of  receiving  the  hospital's 
application  from  the  fiscal  intermediary. 

In  addition,  the  grounds  on  which  the  Secretary 
may  grant  an  appeal  for  an  exception  or  adjustment 
were  clarified  in  legislation.  They  include: 

•  Changes  in  applicable  technology  or  medical 
practice,  or  differences  in  the  severity  of  ill- 
ness that  increase  costs; 

•  Increases  in  wages  and  wage-related  costs  in 
the  geographic  area  of  the  hospital  that  exceed 
the  national  change  in  hospital  wages;  or 

•  Other  factors  the  Secretary  considers  appropri- 
ate in  determining  increases  in  the  hospital's 
costs  of  providing  inpatient  services. 

The  Administrator  of  HCFA  is  required  to  pro- 
vide guidance  to  the  intermediaries  and  hospitals 
to  help  them  file  complete  applications.  These 
instructions  have  not  been  issued.  According  to 
HCFA  staff,  draft  instructions  have  been  prepared 
and  are  expected  to  be  issued  in  the  next  several 
months. 

The  American  Hospital  Association  surveyed 
TEFRA  providers  on  the  exceptions  process.  It 
concluded  that  providers  often  lack  guidance  on 
the  type  of  data  needed  to  document  justifiable 
changes  in  costs.  In  addition,  providers  indicated 
that  the  criteria  used  to  determine  whether  an 
exception  was  merited  were  ambiguous  and 
inconsistent.  These  problems  often  resulted  in 
lengthy  reviews. 

Further,  data  on  adjustments  granted  are  not 
systematically  collected.  Anecdotal  evidence  from 
the  AHA  survey  indicates  that  more  than  half  of 
the  adjustment  requests  were  partially  or  fully 
granted.  However,  Medicare  Cost  Reports  are  not 
amended  to  reflect  these  additional  payments.  This 
limits  the  ability  to  assess  financial  performance 
adequately. 

Update  Factor  Components 

The  Commission's  update  factor  recommenda- 
tion for  PPS-excluded  hospitals  and  distinct-part 
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units  is  determined  by  projected  increases  in  the 
market  basket  for  these  facilities  (corrected  for  past 
forecast  error),  as  well  as  an  allowance  for  scien- 
tific and  technological  advancement.  ProPAC  be- 
lieves that  adjustments  for  case-mix  index  change 
are  inappropriate  for  excluded  facilities.  Because 
these  facilities  are  not  reimbursed  on  the  basis  of 
DRGs,  changes  in  CMI  do  not  influence  their 
payments.  Further,  unlike  the  PPS  update,  the 
Commission  does  not  believe  that  a  productivity 
adjustment  is  appropriate  for  PPS-excluded  facili- 
ties. Medicare  automatically  shares  in  the  savings 
under  TEFRA.  Therefore,  part  of  any  productivity 
increase  is  factored  into  reduced  Medicare  pay- 
ments. 

Market  Basket-The  hospital  market  basket  mea- 
sures the  average  change  in  the  price  of  goods  and 
services  purchased  by  hospitals  to  provide  inpatient 
care.  The  projected  change  in  the  market  basket  is 
an  intregal  component  of  the  Commission's  update 
factor  recommendation,  for  both  PPS  and  PPS- 
excluded  facilities.  HCFA  and  ProPAC  use  differ- 
ent market  basket  constructions. 

HCFA  and  ProPAC  compute  a  separate  market 
basket  for  PPS-excluded  facilities.  The  major  dif- 
ferences between  the  PPS  market  basket  and  the 
market  basket  for  excluded  facilities  are  the  weights 
for  the  wage  and  salaries  and  benefit  components. 
These  components  comprise  74.0  percent  of  the 
market  basket  for  excluded  facilities,  compared 
with  61.7  percent  of  the  PPS  market  basket.  This 
reflects  a  difference  in  the  mix  of  inputs  for  PPS 
hospitals  versus  excluded  facilities.  As  a  result, 
changes  in  wages  affect  the  PPS-excluded  market 
basket  more  than  the  PPS  market  basket.  The 
current  PPS-excluded  market  basket  forecast  for 
fiscal  year  1992,  based  on  HCFA's  construction,  is 
4.9  percent. 

The  Commission  believes  that  the  HCFA's  mar- 
ket basket,  as  currently  constructed,  does  not  ade- 
quately recognize  the  unique  characteristics  of  the 
hospital  labor  market.  The  major  reason  is  that  the 
proportion  of  internal  hospital  wages  used  in  the 
wage  component  of  the  HCFA  market  basket  is 
lower.  ProPAC 's  version  of  the  excluded  market 
basket  is  projected  to  increase  by  5.1  percent. 

Forecast  Error  Correction-The  Commission 
has  recommended  that  the  update  factor  should 
include  a  correction  for  substantial  errors  made  in 


past  market  basket  forecasts.  This  requires  compar- 
ing the  actual  market  basket  increase  in  a  given 
year  with  the  forecast  used  to  update  payments  in 
that  year.  A  two-year  time  lag  exists  between  the 
forecast  and  the  actual  market  basket  increase. 
ProPAC  has  recommended  that  the  update  factor 
include  a  correction  only  for  substantial  forecast 
errors.  In  the  past,  the  Commission  has  recom- 
mended correcting  for  forecast  errors  that  equal  or 
exceed  0.25  percentage  points. 

The  fiscal  year  1990  market  basket  forecast  was 
5.5  percent,  and  the  actual  market  basket  was  4.5 
percent.  Therefore,  the  market  basket  forecast  error 
for  fiscal  year  1990  was  —1.0  percentage  points. 

Scientific  and  Technological  Advancement- 

The  scientific  and  technological  advancement  al- 
lowance is  based  on  estimates  of  the  incremental 
costs  of  care  attributable  to  cost- increasing,  quality-  , 
enhancing  technologies.  In  arriving  at  a  judgment  ; 
regarding  the  allowance,  the  Commission  distin-  j 
guishes  between  existing  cases  and  new  cases. 
Only  the  costs  associated  with  existing  cases  are 
included  in  the  allowance.  These  are  admissions  j 
that  would  have  occurred  even  if  a  new  technology 
were  not  available. 

Each  technology  included  in  the  estimate  of  the  : 
allowance  met  four  criteria.  First,  the  technology 
should  have  a  significant  effect  on  Medicare  oper- 
ating costs.  Second,  it  should  be  at  least  5  percent  j 
diffused  in  the  Medicare  population.  Third,  it 
should  be  no  more  than  75  percent  diffused  in  the  j 
Medicare  population.  Finally,  the  technology  fl 
should  be  safe  and  effective. 

These  estimates  are  subject  to  several  limita- 
tions.  They  do  not  capture  all  relevant  cost:  costs 
from  improvements  in  widely  diffused  technolo-  | 
gies,  the  adoption  of  low-cost  technologies,  and 
subtle  changes  in  practice  patterns  are  not  mea-  I 
sured,  for  example.  Moreover,  the  estimates  reflect  I 
only  technologies  adopted  systemwide.  Finally,  the 
estimates  are  based  on  projections  of  costs  and  j 
future  rates  of  adoption  and  use.  Despite  these 
limitations,  the  Commission  has  found  this  tech-  j 
nology-specific  approach  useful  for  deriving  more 
informed  estimates. 

For  fiscal  year  1992,  incremental  costs  were 
estimated  for  five  technologies  found  in  PPS- 
excluded  facilities.  Total  costs  are  estimated  to 
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increase  from  $2.3  million  to  $4.3  million,  with  a 
best  estimate  of  $3.0  million.  Payments  for  Medi- 
care inpatient  operating  costs  in  PPS-excluded  fa- 
cilities would  need  to  increase  by  between  0.05 
percent  and  0.1  percent  to  finance  these  costs. 

Positive  Adjustment  Allowance-By  1988,  more 
than  half  of  all  PPS-excluded  providers  had  me- 
dian TEFRA  inpatient  margins  of  less  than  zero. 
Providers  that  were  excluded  from  PPS  early  in  the 
program  are  more  financially  vulnerable  than  those 
excluded  in  later  years.  (For  more  information  on 
the  financial  condition  and  patient  characteristics 
of  PPS-excluded  providers,  refer  to  the  Commis- 
sion's June  1991  report,  Medicare  and  the  Ameri- 
can Health  Care  System.) 

To  examine  the  effect  of  year  of  program  entry, 
the  Commission  conducted  two  analyses.  First,  all 
providers  reporting  in  each  fiscal  year,  from  1984 
to  1988,  were  examined.  Second,  cohorts  of  pro- 
viders were  grouped  by  fiscal  year.  Each  cohort 
was  mutually  exclusive:  for  example,  providers  in 
the  fiscal  year  1985  cohort  were  excluded  from 
other  cohorts.  Consequently,  the  numbers  of  pro- 
viders in  each  group  varies. 

In  fiscal  year  1988,  the  median  inpatient  TEFRA 
margin  for  all  rehabilitation  hospitals  was  -0.6 
percent.  However,  rehabilitation  hospitals  in  the 
fiscal  year  1985  cohort  had  a  median  margin  of 
-1.9  percent  by  1988,  compared  with  —0.3  per- 
cent for  hospitals  in  the  fiscal  year  1988  cohort. 
Distinct-part  rehabilitation  units  had  a  median 
TEFRA  margin  of  -5.5  percent  by  fiscal  year 
1988.  However,  units  in  the  fiscal  year  1985  cohort 


had  a  median  margin  of  -  10.3  percent,  compared 
with  0.4  percent  for  those  in  the  fiscal  year  1988 
cohort. 

The  same  pattern-more  vulnerable  financial  con- 
dition for  earlier  cohorts-exists  for  providers  of 
psychiatric  care.  In  fiscal  year  1988,  the  median 
TEFRA  margin  for  all  psychiatric  hospitals  was 
—  8.0  percent.  However,  by  fiscal  year  1988  psy- 
chiatric hospitals  in  the  fiscal  year  1985  cohort  had 
median  margins  in  1988  of  - 16.0  percent  com- 
pared with  0  percent  for  those  in  the  1988  cohort. 
Distinct-part  psychiatric  units  that  were  excluded 
earlier  from  the  program  had  lower  median  inpa- 
tient TEFRA  margins  than  those  excluded  in  later 
years  as  well. 

Several  factors  contribute  to  the  financial  perfor- 
mance of  PPS-excluded  providers.  Between  fiscal 
years  1984  and  1988,  PPS-excluded  providers  re- 
ceived the  same  update  as  PPS  hospitals  (see  Table 
A-4).  The  PPS  update  was  constrained  due  to  rapid 
growth  in  payments  resulting  from  CMI  change. 
During  this  period,  for  example,  the  cumulative 
market  basket  increase  was  22  percent.  However, 
PPS  payments  rose  nearly  47  percent,  due  to 
case-mix  index  change.  PPS-excluded  providers, 
however,  did  not  benefit  from  this  CMI  change.  As 
a  result,  the  target  rates  increased  only  14.2 
percent. 

Since  fiscal  year  1989,  PPS-excluded  providers 
have  had  higher  updates,  equal  to  the  market  bas- 
ket. Further,  in  fiscal  year  1990,  as  previously 
recommended  by  ProPAC,  an  excluded  market  bas- 
ket was  adopted  by  the  Secretary  for  these  providers. 


Table  A-4.  Percentage  Increase  for  PPS-Excluded  Providers  as  of  the  End  of  the 
Fiscal  Year 


Market 

Excluded 

Change  from 

Increase  in 

Fiscal  Year 

Basket 

Update 

Market  Basket 

PPS  Payments 

1984 

4.9% 

4.7% 

-0.2% 

18.9% 

1985 

3.9 

4.5 

0.6 

10.3 

1986a 

3.1 

0.5 

-2.6 

3.4 

1987 

3.6 

1.2 

-2.5 

4.6 

1988b 

4.8 

2.7 

-2.1 

5.8 

Cumulative  change: 
1984-1988 


22.0 


14.2 


-6.6 


48.7 


Note:  The  market  basket  numbers  are  based  on  the  latest  available  data.  Before  fiscal  year  1991,  the  PPS  market  basket  was  used  to  update 
TEFRA  target  rates.  Figures  have  been  rounded. 

a  From  October  1,  1986  through  May  1,  1987,  the  update  was  0.0  percent. 


'  The  update  was  0.0  percent  for  the  first  51  days  of  fiscal  year  1988. 
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OUTPATIENT  PAYMENT  REFORM 

Hospitals  have  changed  both  the  types  and  mix 
of  services  they  provide  for  a  variety  of  reasons. 
The  number  of  hospitals  providing  outpatient  ser- 
vices grew  markedly  during  the  1980s.  For  exam- 
ple, 41.1  percent  of  hospitals  reported  having  an 
organized  outpatient  department  in  1981.  From 
1981  to  1983,  this  proportion  grew  by  a  modest 
1.5  percent  per  year;  in  1983,  44.4  percent  of 
hospitals  had  this  type  of  department.  Between 
1983  and  1987,  however,  the  rate  of  growth  in- 
creased to  6.2  percent  per  year  so  that,  in  1987,  69 
percent  of  hospitals  had  an  organized  outpatient 
department. 

Due  to  this  trend,  outpatient  revenue  has 
become  a  larger  share  of  total  hospital  revenue. 
Compared  with  larger  hospitals,  smaller  hospitals 
and  those  located  in  rural  areas  depend  more  on 
outpatient  revenue.  Reflecting  this  growth,  Medi- 
care benefit  payments  for  outpatient  hospital  ser- 
vices increased  two  to  three  times  more  than  for 
inpatient  services.  Between  1983  and  1989,  pay- 
ments for  hospital  outpatient  services  increased  at 
an  average  annual  rate  of  about  16  percent,  com- 
pared with  6  percent  for  inpatient  services.  During 
this  period,  outpatient  payments  also  increased  at  a 
slightly  faster  rate  than  other  Part  B  services. 

In  addition,  many  outpatient  services  are  pro- 
vided in  non-hospital  settings.  While  hospitals  are 
shifting  the  site  of  care  from  inpatient  to  outpatient 
settings,  many  beneficiaries  now  receive  ambula- 
tory care  in  free-standing  settings. 

Several  factors  have  been  crucial  to  the  prolifera- 
tion of  ambulatory  sites  of  care.  The  development 
of  technologies  that  allowed  certain  services  to  be 
provided  without  a  hospital  stay  fostered  the  growth 
of  some  of  these  ambulatory  services.  Payment 
and  volume  constraints  for  many  inpatient  services 
have  also  influenced  the  growth  of  alternative  ser- 
vices. For  example,  PPS  and  other  third-party 
payment  policy  incentives  have  reduced  inpatient 
care,  further  stimulating  the  use  of  ambulatory 
care.  In  addition,  changes  in  consumer  demand 
and  physician  practice  patterns  have  contributed  to 
shifts  in  sites  of  care.  Encouraged  by  these  factors, 
hospitals  and  other  providers  have  established  a 
variety  of  ambulatory  care  services.  As  a  result, 
the  supply  of  these  services  has  grown  rapidly. 


(For  more  information  on  the  growth  in  outpatient 
services,  refer  to  ProPAC's  Hospital  Outpatient 
Services:  Background  Report  to  Congress,  July 
1990,  C-90-02.) 


Outpatient  Payment  Policies 

Part  B  of  Medicare  covers  a  wide  range  of 
ambulatory  services.  These  include  diagnostic  lab- 
oratory, X-ray,  and  other  testing  services;  durable 
medical  equipment;  devices;  and  other  supplies 
furnished  by  individual  practitioners  and  suppliers. 
The  hospital  setting  has  not  been  a  dominant 
source  of  outpatient  service.  Furnished  in  both  the 
hospital  outpatient  setting  and  other  settings,  most 
of  these  services  are  paid  for  differently,  depending 
on  the  site  of  care. 

Any  payment  system  has  two  components-the 
unit  of  service  and  the  method  of  payment.  The 
current  system  employs  a  fragmented  approach  for 
paying  outpatient  services.  Frequently,  different 
payment  methods  are  used  for  the  same  service, 
depending  on  the  site  of  care  (see  Table  A-5). 
Further,  payment  methods  can  differ  within  the 
same  setting-again  depending  on  the  service.  In 
the  hospital  setting,  for  example,  payment  methods 
range  from  prospective  rates  to  cost-based  reim- 
bursement. In  1987,  less  than  40  percent  of  Medi- 
care charges  in  the  hospital  outpatient  setting  were 
reimbursed  on  a  reasonable  cost  basis.  The  re- 
maining charges  were  reimbursed  on  either  a  pro- 
spective rate  (such  as  laboratory  and  renal  dialysis) 
or  a  blended  rate  that  includes  a  portion  of  costs 
and  a  prospective  amount. 

In  recent  years,  numerous  new  ambulatory  sites 
of  care  have  emerged;  these  have  been  marketed  by 
physicians,  hospitals,  for-profit  entrepreneurs,  and 
other  entities.  Medicare  does  not  have  health, 
safety,  or  other  requirements  for  these  entities,  nor 
does  it  recognize  them  as  specific  facilities  for 
payment.  If  these  entities  are  not  part  of  a  hospital, 
the  coverage  and  payment  rules  follow  either  the 
requirements  for  physician  services  or  other  suppli- 
ers of  services.  Payment  is  based  on  fee  schedules 
or  reasonable  charges.  Sometimes,  however,  the 
site  is  actually  an  extension  of  the  hospital  outpa- 
tient setting  (that  is,  they  are  considered  a  part  of 
the  hospital).  In  these  cases,  hospital  outpatient 
coverage  and  payment  rules  apply. 


Table  A-5.    Payment  Methods  for  Services  in  the  Hospital  Outpatient  Setting 
Compared  With  Other  Sites  of  Care 


 Payment  Method  

Service  Hospital  Outpatient  Other  Outpatient  Sites* 


Radiology  and  imaging 

Blended  rate 

Fee  schedule 

Laboratory 

Fee  schedule 

Same  fee  schedule 

Durable  medical  equipment 

Fee  schedule 

Same  fee  schedule 

Renal  dialysis 

Prospective  rate 

Prospective  rate 

Ambulatory  surgical  center  procedures 

Blended  rate 

Prospective  rate 

Other  procedures 

Cost  reimbursement 

Reasonable  charges 

Clinic  visits 

Cost  reimbursement 

Reasonable  charges 

Emergency  room  visits 

Cost  reimbursement 

Reasonable  charges 

Medications 

Cost  reimbursement 

Reasonable  charges 

Physical  therapy,  rehabilitation 

Cost  reimbursement 

Reasonable  charges 

Ambulance 

Cost  reimbursement 

Reasonable  charges 

Dressings,  casts,  supplies 

Cost  reimbursement 

Reasonable  charges 

Other 

Cost  reimbursement 

Reasonable  charges 

*  Other  methods  are  used  when  the  services  are  furnished  in  other  outpatient  settings  including  rural  health  clinics,  comprehensive  outpatient 
rehabilitation  facilities,  and  rehabilitation  agencies  and  clinics.  For  the  reasonable  charge  method  of  payment,  some  carrier  fee  screens  and 
limits  on  annual  updates  effectively  are  area-specific  fee  schedules. 


In  addition  to  the  various  payment  policies,  the 
unit  of  payment  varies  as  well  (see  Table  A-6).  The 
unit  of  payment  ranges  from  individual  services 
like  radiology  to  a  package  of  services  like  surger- 
ies approved  to  be  performed  in  ambulatory  surgery 
centers  (ASCs). 

There  are  many  different  providers  of  outpatient 
services.  For  the  same  service,  the  method  of 
payment  and  the  unit  of  payment  generally  differs 
between  hospital  and  other  ambulatory  care  provid- 
ers. Further,  within  the  hospital  outpatient  setting, 
payment  methods  and  units  can  differ  depending 


on  the  service  provided.  These  factors  complicate 
payment  reform.  Issues  regarding  comparable  treat- 
ment of  different  providers,  appropriate  units  of 
payments,  and  methods  of  payment  will  be  consid- 
ered by  the  Commission. 
3 

■ 

Payment  Policy  Reform 

The  proliferation  of  ambulatory  settings  led 
Congress  to  instruct  both  ProPAC  and  the  Secre- 
tary of  Health  and  Human  Services  to  develop 
alternative  outpatient  payment  systems.  OBRA 
1990  requires  the  Secretary  to  develop  a  proposal 
to  replace  Medicare's  current  payment  system  for 


Table  A-6.  Units  and  Methods  of  Payment  for  Hospital  Outpatient  Services 


Method  of  Payment 


Unit  of  Payment 


Cost-Based 


Blended  Rate 


Predetermined  or 
Prospective  Rate 


Procedure  level 

Package  of  related  services 
Classification  system 
Episode 


Non-ASC  procedures, 
clinic  and  emergency 
room  visits,  and 
other  services'5 


Radiology 


ASC  procedures 


Durable  medical  equipment 
and  laboratory  services 


Renal  dialysis 


Hospice 


ICD-9-CM  or  CPT-4  charge  level  item. 
^  Other  services  include  ambulance,  therapies,  and  drugs. 

0  Hospice  care  is  a  Part  A  service.  It  is  the  only  example  of  a  unit  of  payment  considered  an  'episode.' 
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hospital  outpatient  services  with  a  prospective  sys- 
tem. The  Secretary  is  required  to  consider  a  num- 
ber of  factors  including: 

•  The  need  to  provide  for  appropriate  limits  on 
increases  in  Medicare  expenditures; 

•  The  need  to  adjust  prospectively  determined 
rates  to  account  for  changes  in  a  hospital's 
outpatient  case  mix,  severity  of  illness  of  pa- 
tients, volume  of  cases,  and  the  development 
of  new  technologies  and  standards  of  medical 
practice; 

•  The  need  to  provide  hospitals  with  incentives 
to  control  the  costs  of  outpatient  services;  and 

•  The  feasibility  and  appropriateness  of  varying 
payments  under  the  system  on  the  basis  of 
whether  services  are  provided  in  a  free- 
standing or  hospital-based  facility. 

The  Secretary  must  submit  his  report  by  Sep- 
tember 1,  1991.  The  Commission  is  required  to 
analyze  and  comment  on  this  report  by  March  1, 
1992. 

To  respond  adequately  to  the  congressional  man- 
date, the  Commission  is  examining  available  data 
on  outpatient  services.  In  addition,  ProPAC  is 
looking  at  various  payment  policy  options  and  is 
monitoring  the  Secretary's  research.  The  Commis- 
sion will  analyze  and  comment  on  the  Secretary's 
report  in  its  March  1992  report. 

Guidelines 

Defining  the  unit  and  method  of  payment  is 
critical  to  policy  design.  Yet  development  of  an 
optimal  payment  policy  must  also  consider  poten- 
tial behavioral  responses  on  the  part  of  all  ambula- 
tory care  providers.  Some  responses  are  evident 
immediately,  whereas  others  occur  over  time  as 
providers  and  beneficiaries  understand  and  adjust 
to  the  payment  system.  Medicare  payment  policy 
places  incentives  on  providers  related  to  coding, 
billing,  and  site  of  care  selection.  Likewise,  policy 
can  influence  beneficiary  use  of  services. 

The  Commission  developed  guidelines  to  evalu- 
ate alternative  policies  in  light  of  the  factors  it 
regards  as  most  important.  These  guidelines  reflect 
an  optimal  payment  system.  While  each  of  these 


goals  may  not  be  fully  realized  in  the  short  term, 
the  Commission  will  use  them  to  evaluate  payment 
policy  options. 

The  system  should  provide  incentives  for  control- 
ling total  expenditures.  PPS  provides  incentives  for 
hospitals  to  deliver  cost-effective  inpatient  care  by 
offering  providers  the  opportunity  for  a  profit  as 
well  as  the  risk  of  financial  loss.  Similar  incentives 
should  be  instituted  for  outpatient  services. 

The  system  should  maintain  general  access  to 
high-quality  care  for  Medicare  beneficiaries.  The 
Commission  is  aware  that  it  is  difficult  to  define 
and  identify  high-quality  care.  However,  measuring 
and  monitoring  quality  in  the  outpatient  setting 
should  continue  and  be  enhanced.  Implementation 
of  payment  policy  reform  should  include  an  evalu- 
ation to  determine  evidence  of  systematic  quality 
or  access  problems. 

The  system  should  recognize  alternative  sites 
and  changing  methods  of  providing  care,  and  pro- 
vide similar  financial  incentives  for  outpatient  care, 
regardless  of  the  setting.  It  should  not  inhibit 
appropriate  care  or  encourage  unnecessary  ser- 
vices because  of  different  incentives  for  physicians 
and  hospitals.  It  should  encourage  quality  care  at 
the  lowest  reasonable  costs  overall.  The  system 
should  provide  physicians  and  other  caregivers  flex- 
ibility and  incentives  to  deliver  high-quality,  cost- 
effective  care  to  beneficiaries  in  the  most  suitable 
setting.  More  specifically,  the  policy  should  be 
structured  to  provide  neutral  payment  incentives  for 
both  physicians  and  patients  to  choose  the  most 
appropriate  setting,  including  inpatient,  outpatient, 
and  free-standing  ambulatory  care  settings  or  phy- 
sicians' offices.  Physicians  or  patients  should  not 
have  financial  incentives  to  select  one  site  over 
another.  In  addition,  the  system  should  provide  the 
potential  for  constraining  costs  in  an  appropriate 
way.  It  should  reward  providers  for  delivering  qual- 
ity care  in  the  appropriate  setting  in  a  cost-effective 
manner. 

The  system  should  recognize  justifiable  differ- 
ences in  costs  of  furnishing  services.  Costs  may 
differ  across  similar  facilities  due  to  many  factors. 
It  may  be  desirable  to  adjust  for  some  of  these 
factors  in  the  payment  system,  particularly  those 
that  represent  a  benefit  to  society.  Currently,  the 
payment  rate  for  certain  ambulatory  surgeries 
recognizes  differences  in  area  wages.  Additional 


82 


adjustments  should  be  considered  to  reflect  differ- 
ences in  costs  attributable  to  urban  or  rural  loca- 
tions, teaching  commitment,  and  service  to  the 
poor.  An  outlier  or  exceptions  policy  may  also  be 
appropriate. 

The  system  should  limit  the  opportunity  for  pro- 
viders to  influence  payment  rates  through  billing 
strategies  or  changes  in  medical  record  documen- 
tation. Defining  the  unit  of  payment  and  determin- 
ing the  services  covered  by  the  payment  is  critical 
in  controlling  hospitals'  ability  to  influence  pay- 
ments. The  classification  system  adopted  should 
limit  the  opportunity  to  increase  payments  by  pro- 
viding more  or  different  information  on  the  pa- 
tient's chart. 


The  system  should  promote  predictability  and 
administrative  simplicity.  The  system  should  allow 
the  government,  fiscal  intermediaries,  and  hospital 
administrators  to  determine  reimbursement  for  ser- 
vices in  the  hospital  outpatient  setting. 

The  system  should  accommodate  appropriate 
changes  in  medical  practice  patterns  and  new 
technologies.  The  system  should  not  inhibit  the 
development  and  diffusion  of  appropriate  quality- 
enhancing  technologies.  The  system  should  not, 
however,  encourage  the  development  or  availability 
of  new  technologies  that  are  inappropriate  or  un- 
necessary for  the  treatment  of  Medicare  patients  in 
the  outpatient  setting. 


Appendix  B.  Technical  Report  Series 


EXTRAMURAL  TECHNICAL  REPORT 
SERIES 


E-87-01:  Improving  the  Definition  of  Hospital 
Labor  Market  Areas  and  Wage  Indexes  (Abt 
Associates,  Inc.) 

Methods  for  improving  the  definition  of  hospital 
labor  market  areas  were  investigated.  This  report 
identifies  urban  and  rural  labor  market  areas  with 
the  greatest  amount  of  wage  variation.  It  also 
examines  the  sources  of  wage  variation  within 
current  labor  markets  and  possible  improvements 
in  the  area  wage  adjustment.  (2/87) 

E-87-02:  A  Review  of  Adjustment 
Methodologies  for  Hospital  Outcome  Studies 
(Project  HOPE) 

This  report  includes  a  literature  review,  catalogues 
existing  methods  for  adjusting  outcome  statistics, 
studies  the  adequacy  of  existing  databases  for  these 
purposes.  It  also  assesses  strengths  and  weaknesses 
of  various  adjustment  methods.  (1/88) 

E-87-03:  Developing  a  Measure  of  Complexity 
of  Illness  Within  DRGs  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

The  goal  of  this  research  was  to  refine  the 
Commission's  method  of  monitoring  continuing 
changes  in  DRG  case-mix  and  case  complexity 
(changes  within  DRGs).  This  study  refines  the 
Commission's  methodology  for  estimating  the  an- 
nual component  of  real  case-mix  change  within 
DRGs.  The  methodology  was  used  to  develop 
annual  estimates  of  within-DRG  case-mix  change 
for  Medicare  patients  from  1984  to  1986.  It  was 
also  used  by  the  Commission  to  estimate  this 
component  of  real  case-mix  change  in  future  years 
as  additional  Medicare  data  became  available. 
Also,  estimates  from  this  study  were  used  to  ana- 
lyze the  indirect  teaching  adjustment.  (7/88) 

E-87-04:  The  Changing  Structure  of  the  Health 
Care  Industry  and  the  Influence  of  Medicare 
Prospective  Payments  (Bernhard  Friedman, 
Ph.D.) 


This  report  discusses  horizontal  and  vertical 
consolidation  in  the  hospital  industry  during  the 
pre-  and  post-PPS  periods.  The  author  also  exam- 
ines the  relationship  between  prospective  pricing 
incentives  and  changes  in  the  structure  of  the 
industry,  as  observed  through  adoption  of  these 
integration  strategies.  The  author  offers  implica- 
tions of  industry  structure  changes  for  consumers, 
community  goals,  and  Medicare  program  expenses. 
Empirical  evidence  of  the  changing  structure  of  the 
industry  is  also  included.  (3/88) 

E-87-05:  Assessing  Quality  Assurance  Software 
Packages  (Health  Economics  Research,  Inc.) 

This  report  examines  the  spectrum  of  quality 
assurance  (QA)  software  packages  on  the  market 
and  the  impact  of  these  packages  on  hospital  QA 
functions.  Information  was  obtained  through  two 
separate  surveys-one  of  20  software  vendors  con- 
cerning the  characteristics  of  their  product,  the 
other  of  62  hospitals  to  determine  the  adoption  rate 
for  QA  software.  The  authors  first  discuss  the 
results  of  the  vendor  survey  and  present  a  compari- 
son of  selected  software  package  characteristics. 
Then,  the  hospital  survey  component  is  discussed, 
with  emphasis  on  those  hospitals  that  have  pur- 
chased a  QA  package.  Selection  process,  transition 
period,  vendor  training  and  technical  support,  and 
impact  of  the  software  on  operations  were  exam- 
ined. The  report  concludes  with  a  comparison  of 
the  physician  profiling  capabilities  of  five  QA 
software  packages  as  a  means  of  illustrating  differ- 
ent products.  (10/87) 

E-87-06:  Assessing  the  Adequacy  of  the 
Medicare  Cost  Report  Data  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

This  report  provides  information  on  perceived 
strengths  and  weaknesses  of  the  Medicare  Cost 
Report  (MCR).  Hospital  financial  officers,  fiscal 
intermediaries,  and  industry  representatives  were 
surveyed.  In  general,  the  results  of  this  study 
indicate  that  most  hospitals  believe  that  the  MCR 
is  acceptable  as  a  reimbursement  tool.  Most  hospi- 
tals felt,  however,  that  the  MCR  does  not  accu- 
rately measure  the  cost  of  care  for  Medicare  bene- 
ficiaries because  costs  such  as  bad  debt,  charity 
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care,  patient  telephones  and  so  forth  are  not  recog- 
nized. PPS  has  resulted  in  changes  in  reporting 
practices.  Particular  attention  was  being  given  to 
pass  through  items  like  capital  and  direct  medical 
education.  (4/88) 

E-87-07:  The  Impact  of  Medicare  Prospective 
Payment  on  the  Use  of  Expensive  Devices, 
1984-86  (Project  HOPE) 

This  report  examines  trends  over  a  three-year 
period  in  the  use  of  medical  devices  such  as  pace- 
makers, joint  protheses,  shunts,  and  grafts.  It  fo- 
cused on  device  use  within  30  DRGs  that  such 
cases  are  frequently  assigned  to,  and  also  looked 
for  evidence  of  payment  differentials  that  could 
create  disincentives  to  device  use.  (3/88) 

E-87-08:  Trends  in  the  Concentration  of  Six 
Surgical  Procedures  Under  PPS  and  Their 
Implications  for  Patient  Mortality  and 
Medicare  Cost  (Project  HOPE) 

This  report  examines  trends  in  hospitals  volumes 
of  six  specialized  surgical  procedures  and  the  im- 
pact of  those  trends  on  mortality  and  costs.  The  six 
procedures  are:  coronary  artery  bypass  grafting, 
total  hip  replacement,  abdominal  aneurysm  repair, 
intestinal  resection,  transurethral  prostatectomy, 
and  carotid  endarterectomy.  (6/88) 

E-87-09:  Estimates  of  Hospital  Industry  Total 
Factor  Productivity  for  the  Period  1980-1986 
(PPS  or  Excluded  Facilities)  (Health  Economics 
Research,  Inc.) 

Measures  of  total  factor  productivity  in  both  PPS 
and  excluded  hospitals  are  developed  using  Ameri- 
can Hospital  Association  data.  Labor  and  capital 
inputs  and  changes  in  the  hospital  product  are  part 
of  the  analysis.  (2/88) 

E-87-10:  Estimating  the  Impact  of  Scientific 
and  Technological  Advances  on  Increases  in 
Medicare  Costs  Per  Case  for  FY  1989: 
Implications  for  the  Discretionary  Adjustment 
Factor  for  FY  1989 

In  fiscal  year  1986,  the  contractor  refined  ProPAC's 
technology-specific  approach  to  estimate  the  im- 
pact of  newly  introduced  scientific  and  technologi- 
cal advances  on  Medicare  inpatient  cost  per  case  in 
both  PPS  and  excluded  facilities.  This  report  re- 
fined the  cost  estimate  techniques  and  developed 


more  refined  estimates  of  diffusion  to  be  used  in 
estimating  cost  impacts.  (5/88) 

E-87-11:  Small  Isolated  Rural  Hospitals: 
Alternative  Criteria  for  Identification  in 
Comparison  with  Current  Sole  Community 
Hospitals  (SysteMetrics/McGraw-Hill,  Inc.) 

This  study  determines  how  many  facilities  become 
eligible  for  sole  community  hospital  (SCH)  status. 
The  contractor  also  examines  how  the  distribution 
of  SCHs  would  change  if  the  SCH  criteria  were 
altered.  This  study  also  provides  information  used 
to  analyze  the  financial  vulnerability  of  small  iso- 
lated rural  hospitals.  (6/88) 

E-87-12:  Assigning  Hospitals  to  Urbanized 
Areas  Within  Metropolitan  Statistical  Areas 
(Abt  Associates,  Inc.) 

This  report  provides  step-by-step  instructions  for 
assigning  hospitals  within  metropolitan  statistical 
areas  to  urbanized  areas  as  defined  by  the  Census 
Bureau.  It  builds  on  previously  completed  work 
conducted  by  Abt  Associates,  Improving  the  Defi- 
nition of  Hospital  Labor  Market  Areas  and  Wage 
Indexes.  This  report  also  responds  to  technical 
implementation  issues  raised  by  the  Secretary  in 
response  to  a  ProPAC  recommendation.  (6/88) 

E-88-01:  Subacute  Care  in  Hospitals,  Synthesis 
of  Findings  from  the  1987  Survey  of  Hospitals 
Case  Studies  in  Five  States  (Lewin  and 
Associates,  Inc.) 

This  document  is  the  final  report  of  an  18-month 
study  of  subacute  care  in  hospitals,  often  referred 
to  as  transitional  care.  Results  of  a  representative 
national  survey  of  hospitals  are  presented,  along 
with  findings  from  case  studies  in  five  states  (New 
York,  California,  Louisiana,  Washington,  and  North 
Carolina).  Data  and  information  are  also  presented 
on  other  types  of  transitional  care,  such  as  home 
health  and  skilled  nursing  care.  (9/88) 

E-88-02:  Analysis  of  Hospital  Sensitivity  to 
DRG  Price  Variation  in  the  Medicare 
Prospective  Payment  System  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

This  study  provides  information  on  whether  hospi- 
tal behavior  in  rendering  care  and  assigning  re- 
sources is  sensitive  to  differences  between  hospital 
costs  and  PPS  prices.  The  contractor  conducted 
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interviews  with  health  care  consultants  and  hospi- 
tal administrators  to:  (1)  identify  the  extent  and 
objectives  of  hospital  strategies  to  concentrate  in  or 
discontinue  selected  services,  (2)  assess  whether 
these  strategies  are  in  direct  response  to  variations 
in  the  DRG  prices  or  other  factors  influencing 
hospital  management,  and  (3)  examine  the  use  of 
product  line  management  and  service  costing  in 
hospitals'  responses  to  DRG  price  variations.  (8/88) 

E-89-01:  Urban  and  Rural  Cost  Differences: 
Literature  Synthesis  and  Review  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

The  reasons  for  differences  in  urban  and  rural 
hospital's  costs  per  case  are  synthesized  from  cur- 
rent research  in  this  report.  Specifically,  the  basis 
for  the  lower  costs  of  rural  hospitals  compared  with 
urban  hospitals  is  explored,  and  further  research 
suggested.  (3/89) 

E-89-02:  Treatment  of  Certain  Hospital  Labor 
Expenses  in  the  PPS  Market  Basket 
(SysteMetrics/McGraw-Hill,  Inc.) 

This  report  examines  certain  hospital  labor  ex- 
penses not  directly  measured  by  the  PPS  market 
basket  (contract  labor,  employee  bonuses,  recruit- 
ment costs,  employee  benefits,  overtime  and  part- 
time  employment,  and  changes  in  employee  skill 
mix).  The  project  examines  how  these  costs  are 
currently  measured  in  the  market  basket  and 
changes  in  these  expenses  between  1985  and  1988. 
Estimates  were  made  of  the  effect  these  labor 
expenses  might  have  had  on  market  basket  in- 
creases if  the  expenses  were  directly  measured  in 
the  market  basket  wage  component.  The  calcula- 
tion of  the  Average  Hourly  Earnings  for  Non- 
Supervisory  Hospital  Workers  and  the  Employment 
Cost  Index  for  Hospitals  is  also  described  in  the 
study.  (3/89) 

E-89-03:  Refinement  of  Measure  of  Complexity 
of  Illness  Within  DRGs  (SysteMetrics/McGraw- 
Hill,  Inc.) 

This  study  is  a  follow-up  on  an  earlier  project 
on  developing  a  measure  of  within-DRG  case- 
complexity  change.  Case-complexity  change  is 
measured  by  applying  Patient  Management  Cata- 
gories  and  Disease  Staging  Catagories  to  Medicare 
patient  data  that  had  already  been  grouped  by 
DRG.  The  results  from  the  initial  study  are 
consistent  with  previous  work  on  case-complexity 


change.  The  contractor  applies  the  methodology  to 
1987  data,  estimates  the  impact  of  upcoding  on  the 
measure,  and  analyzes  the  strengths  and  weaknesses 
of  the  measure.  (3/89) 

E-89-04:  Demographics  and  Health  of  the 
Elderly:  Past  Trends  and  Projections  (Institute 
for  Health  and  Aging) 

This  report  documents  and  projects  the  growth  in 
the  elderly  population.  It  also  covers  the  socioeco- 
nomic characteristics  of  this  population  segment. 
The  largest  portion  of  the  report  covers  health- 
related  topics  and  the  impact  of  a  growing  elderly 
population  on  national  health  care  expenditures. 
(4/89) 

E-89-05:  Hospital  Closures  in  the  1980s:  A 
Preliminary  Analysis  of  Data  from  the  American 
Hospital  Association's  Annual  Survey  of 
Hospitals,  1980-1986  (Jack  Hadley,  Ph.D.) 

AHA  annual  survey  data  were  used  to  determine 
whether  the  characteristics  of  closed  hospitals  have 
changed  over  time.  In  addition,  closed  hospitals 
were  compared  to  open  hospitals  of  the  same  size 
to  examine  differences  at  specific  points  and  over 
time.  Characteristics  such  as  type  of  ownership, 
location,  occupancy,  admissions,  and  length  of 
stay  were  examined.  (5/89) 

E-89-06:  State  Systems  for  Hospital  Payment 
(Intergovernmental  Health  Policy  Project) 

State  Medicaid  inpatient  and  outpatient  reimburse- 
ment systems  and  the  use  of  case-mix  systems  are 
summarized  in  this  report.  It  also  contains  infor- 
mation on  state  uncompensated  care  initiatives  and 
state  responses  to  the  Medicaid  provisions  of  the 
Medicare  Catastrophic  Coverage  Act.  (4/89) 

E-90-01:  The  Relationship  Between  Declining 
Use  of  Rural  Hospitals  and  Access  to  Inpatient 
Services  for  Medicare  Beneficiaries  in  Rural 
Areas  (Codman  Research  Group,  Inc.) 

This  study  examines  hospital  utilization  patterns 
for  Medicare  beneficiaries  living  in  defined  rural 
and  urban  hospital  market  areas  of  five  states- 
Alabama,  California,  Illinois,  Montana,  and  Texas 
-from  1984  to  1986.  The  study  examines  Medi- 
care beneficiary  care  according  to  the  market  area 
where  the  beneficiary  lives.  Cases  are  divided  into 
eight  DRG  groups  to  examine  whether  access  is 
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impaired  for  some  services  and  not  others.  The 
study  also  examines  how  these  changes  in  utiliza- 
tion affect  admissions  and  market  share  of  rural 
and  urban  hospitals.  (1/90) 

E -90-02:  Alternative  Hospital  Market  Area 
Definitions  (SysteMetrics/McGraw-Hill,  Inc.) 

This  report  examines  alternative  methods  for  defin- 
ing hospital  market  areas  through  an  extensive 
search  of  the  literature  and  contact  with  experts  in 
the  field.  The  study  reviews  the  role  market  areas 
play  in  PPS.  It  also  reviews  numerous  alternatives 
that  have  been  used  for  defining  market  areas, 
exploring  options  that  have  not  been  used  for 
hospitals.  Finally,  the  study  provides  an  evaluation 
of  the  alternative  methodologies  and  their  potential 
applicability  to  PPS  for  defining  hospital  labor  and 
product  markets.  (3/90) 

E-90-03:  Within-DRG  Case-Complexity 
Change:  Update  and  Distributional  Differences 
(SysteMetrics/McGraw  Hill,  Inc.) 

Case-mix  index  change  is  a  major  contributing 
factor  to  increases  in  hospital  payments.  However, 
it  is  a  poorly  understood  phenomenon.  The  report 
provides  updates  of  within-DRG  case-complexity 
change  measures  developed  in  previous  studies. 
The  report  also  supplies  descriptive  statistics  on 
changes  in  numbers  of  comorbidities  and  second- 
ary diagnoses  coded,  types  of  comorbidities  and 
secondary  diagnoses  coded,  and  differences  across 
hospital  types.  (4/90) 

E-90-04:  The  Dynamics  of  Hospital  Services: 
Changing  Patterns  in  the  Services  Provided  by 
Hospitals  from  1980  to  1987  (Kirsten  Iversen) 

The  level  of  services  and  facilities  provided  by 
hospitals  is  dynamic,  changing  over  time  and  across 
settings.  This  analysis  describes  patterns  in  the 
changing  levels  of  services  provided  by  different 
groups  of  hospitals  from  1980  to  1987.  (3/90) 

E-90-05:  Methodology  for  Measuring  Case-Mix 
Change:  How  Much  Change  in  the  Case-Mix  is 
DRG  Creep?  (RAND  Corporation) 

ProPAC  assisted  the  Health  Care  Financing  Ad- 
ministration in  a  medical  record  reabstraction  study. 
This  study  develops  a  method  to  distinguish  case- 
mix  increases  caused  by  changes  in  coding  prac- 
tices from  changes  in  treatment  patterns  and 


patient  mix.  It  also  provides  information  for  de- 
veloping and  refining  alternative  ongoing  data  col- 
lection methods  to  monitor  case-mix  change  over 
time.  The  Commission  helped  fund  this  project 
and  provided  support  in  designing,  implementing, 
and  monitoring  the  study.  (6/90) 

E-90-06:  Moveable  Capital  Cost  Weights 
(Kurt  Price) 

The  Commission  is  continually  interested  in  evalu- 
ating a  capital  payment  option  that  would  involve 
incorporating  the  costs  of  moveable  capital  equip- 
ment into  the  DRG  standardized  amounts  while 
maintaining  cost  reimbursement  for  the  costs  of 
plant  and  fixed  equipment.  This  analysis  was  to 
determine  if  the  current  DRG  relative  weights  ade- 
quately reflect  the  variation  in  moveable  equipment 
costs.  It  examines  the  relationship  between  DRG 
weights  based  only  on  medical  equipment  costs 
with  the  current  PPS  total  charge-based  weights. 
The  study  shows  that  the  current  PPS  weights 
inaccurately  reflect  relative  moveable  equipment 
costs  across  many  DRGs.  The  impact  of  these 
inaccuracies  is  inconsequential,  however,  when  the 
contribution  of  moveable  equipment  costs  to  total 
hospital  costs  is  considered.  (8/90) 

E-90-07:  How  Services  and  Costs  Vary  by  Day 
of  Stay  for  Medicare  Hospital  Stays  (RAND 
Corporation) 

This  study  describes  how  the  cost  of  services 
provided  during  Medicare  hospital  stays  varies 
throughout  the  stay.  It  also  examines  how  patterns 
of  daily  costs  vary  with  clinical  characteristics, 
with  hospital  characteristics,  and  with  the  types  of 
services  provided.  The  study  was  based  on  data  on 
the  daily  services  billed  to  Medicare  patients  be- 
tween May  1987  and  April  1988  from  a  sample  of 
105  hospitals,  and  was  the  first  time  such  data  had 
been  used  in  this  way.  (2/90) 

E-90-08:  Comparative  Analysis  of  Annual 
Survey  and  Medicare  Cost  Report  Margin 
Data  (American  Hospital  Association) 

This  report  presents  the  results  of  a  comparative 
analysis  of  total  hospital  margin  data  derived  from 
a  matched  sample  of  Medicare  Cost  Reports 
(MCRs)  and  corresponding  American  Hospital  As- 
sociation (AHA)  Annual  Surveys.  Initially,  the 
national  average  MCR  margin  was  significantly 
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higher  than  the  corresponding  Annual  Survey  mar- 
gin. After  editing,  however,  the  MCR  margin  was 
found  to  be  slightly  lower  than  the  AHA  figure.  A 
telephone  survey  was  used  to  investigate  the  rea- 
sons for  the  MCR/  AH  A  discrepancies.  The  report 
analyzes  the  discrepancies  by  type  of  hospital  and 
categorizes  the  reasons  they  occur.  The  study  con- 
cludes that  properly  edited  MCR  income  statement 
data  are  useable  in  research  applications.  Only  one 
source  of  bias  was  documented  as  significantly 
affecting  calculation  of  average  total  margins  by 
hospital  group.  This  was  the  failure  of  some  public 
hospitals  to  report  government  subsidies  as  revenue 
on  their  MCRs.  (4/90) 

E-90-09:  Hospital  Cost  Variations  Under  PPS 
(Center  for  Health  Policy  Studies,  Georgetown 
University) 

This  study  explores  the  impact  of  PPS  and  other 
factors  in  accounting  for  variations  in  total  costs 
among  hospitals  during  the  1980s.  The  goal  was  to 
understand  the  extent  to  which  PPS  has  affected 
hospital  costs,  and  the  mechanisms  that  have  pro- 
duced those  effects.  The  impact  of  PPS  was  iso- 
lated by  analyzing  a  time-series  of  cost  data  for  a 
sample  of  hospitals,  while  controlling  for  the  ef- 
fects of  other  factors,  such  as  input  prices,  mix  of 
outputs,  volume  of  outputs,  local  competition,  and 
health  insurance  coverage.  The  study  also  focuses 
on  the  roles  of  staffing,  service  mix,  patient  vol- 
ume, and  financial  pressure,  to  identify  the  mecha- 
nisms that  have  operated  to  produce  PPS  effects. 
These  analyses  were  conducted  separately  for  all 
sample  hospitals  and  for  important  subgroups  of 
the  hospital  industry,  including  urban  and  rural 
hospitals.  (9/90) 

Pending 

Classification  Systems  for  PPS-Excluded  and 
Non-PPS  Providers  (Project  HOPE) 

This  study  will  provide  an  overview  and  evaluation 
of  systems  that  measure  the  case  mix  or  resource 
complexity  of  patients  treated  in  hospitals  excluded 
from  Medicare's  PPS  or  patients  treated  by  non- 
PPS  providers.  PPS-excluded  hospitals  include 
psychiatric  and  rehabilitation  hospitals  and  distinct- 
part  units  as  well  as  children's,  long-term,  and 
cancer  hospitals;  non-PPS  providers  include  home 
health  care  agencies  and  skilled  nursing  facilities. 
The  report  will  identify  and  describe  available 


research  on  patient  classification  systems,  case- 
mix  measurement  systems,  and  payment  systems 
for  each  of  the  types  of  providers.  Each  system 
will  be  evaluated  using  a  set  of  criteria  related  to 
patient  classification  such  as  administrative  feasi- 
bility, ability  to  explain  variations  in  resource  use, 
and  clinical  validity.  Other  criteria  will  be  applied 
to  the  evaluation  of  payment  systems.  Among  the 
criteria  to  be  used  are  administrative  feasibility, 
equity  of  the  system,  and  system  effectiveness. 
(3/91) 


INTRAMURAL  TECHNICAL  REPORT 
SERIES 

1-88-01:  Proceedings  from  ProPAC's  Technical 
Advisory  Conference  on  Alternative  Case-Mix 
Classification  Systems 

This  paper  first  summarizes  the  presentations  made 
by  the  developers  of  six  case-mix  classification 
systems.  It  also  outlines  the  case-mix  studies 
funded  by  the  Health  Care  Financing  Administra- 
tion. Then  comparisons  of  case-mix  classification 
systems  are  presented.  The  final  section  of  this 
paper  consists  of  ProPAC's  conclusions  on  case- 
mix  measurement.  (1/88) 

1-88-02:  Recalibration  Analysis  Comparing 
Charge-Based  and  Cost-Based  DRG  Weights 

ProPAC  analyzed  the  two  methods  of  recalibrating 
the  DRG  relative  weights,  using  charges  only 
(charge-based)  and  using  charges  that  are  adjusted 
by  costs  (cost-based).  This  report  provides  a  de- 
tailed description  of  the  data,  methods,  and  results 
of  ProPAC's  comparisons.  (3/88) 

1-89-01:  Staffing  Shortages  and  Hospital 
Responses 

ProPAC  obtained  information  on  the  shortage  issue 
and  hospital  responses  to  personnel  shortages 
through  a  literature  review  and  informal  telephone 
interviews  with  hospital  personnel.  The  literature 
review  provided  information  about  staffing  short- 
ages for  several  different  occupations.  The  telephone 
interviews  provided  supplementary  information  us- 
ing anecdotal  reports  of  staffing  situations  at  indi- 
vidual hospitals.  (3/89) 
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1-89-02:  Analyses  of  DRG  Classification  and 
Assignment 

This  report  presents  results  of  ProPAC's  analyses 
of  diagnosis-related  group  classification  and  as- 
signment. Periodic  adjustments  to  the  DRGs  are 
necessary  to  reflect  new  technologies,  scientific 
advances,  and  changes  in  medical  practice.  This 
report  includes  information  on  Commission  recom- 
mendations for  classification  or  assignment  im- 
provements. These  recommendations  are  related  to 
new  and  changing  technologies  and  practice  pat- 
terns, and  to  equity  of  payment  among  hospital 
groups.  Analyses  of  other  DRG  classification  and 
assignment  issues  are  also  included.  (3/89) 

1-89-03:  Review  of  Medicare  Cost  Report  Data 
for  Policy  Analysis 

This  report  summarizes  the  work  undertaken  by  the 
Commission  on  the  use  of  the  Medicare  Cost 
Report  (MCR)  data  for  decision  making.  The  ma- 
jor activity  the  Commission  initiated  to  identify 
improvements  in  the  use  of  existing  cost  data  for 
policy  analysis  was  to  convene  a  panel  to  discuss 
the  strengths  and  weaknesses  of  the  MCR.  The 
report  also  summarizes  ProPAC's  monitoring  of 
HCFA's  three-year  demonstration  assessing  the 
costs  and  benefits  of  adding  financial  and  utiliza- 
tion information  regarding  other  payers  to  the 
MCR.  (3/89) 

1-89-04:  Payment  Adjustments-Indirect 
Teaching  and  Disproportionate  Share  Hospitals 

ProPAC  analyzed  the  effect  of  teaching  effort  on 
Medicare  costs.  The  objectives  of  the  analysis 
were:  to  estimate  the  relationship  between  teaching 
effort  and  Medicare  cost  per  case  using  the  most 
recent  Medicare  Cost  Report  data  available;  to 
examine  the  overlap  between  the  indirect  medical 
education  and  the  disproportionate  share  payment 
adjustments;  and  to  evaluate  the  financial  impact  of 
revising  the  indirect  medical  education  adjustment. 
The  report  describes  the  methods  and  results  of  the 
analysis.  (7/89) 

1-90-01:  Medicare-Dependent  Hospitals 
Under  PPS 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  appropriate- 
ness of  making  an  adjustment  to  Medicare  pay- 
ment to  hospitals  that  treat  a  high  proportion  of 


Medicare  discharges.  Information  on  this  topic  was 
included  in  ProPAC's  June  1990  report,  Medicare 
Prospective  Payment  and  the  American  Health  Care 
System.  (6/90) 

1-90-02:  Adjusting  the  Area  Wage  Index 
for  Occupational  Mix 

Currently,  the  area  wage  index  does  not  account 
for  geographic  differences  in  occupational  mix. 
This  report  presents  results  from  ProPAC's  study 
on  the  effect  of  adjusting  the  area  wage  index  for 
occupational  mix.  The  relationship  of  occupation 
mix  to  case  mix  is  investigated.  The  report  de- 
scribes the  methods  and  results  of  the  analysis. 
The  results  include  metropolitan  statistical  area, 
regional,  and  urban/rural  estimates  of  the  impact. 
In  addition,  the  effect  on  payments  of  an  adjust- 
ment for  occupational  mix  of  the  wage  index  are 
calculated.  (4/90) 

1-90-03:  Analyses  of  DRG  Classification 
and  Assignment 

This  report  updates  material  in  ProPAC's  1989 
report,  Analysis  of  DRG  of  Classification  and 
Assignment  (TRS  1-89-02)  and  presents  results  of 
ProPAC's  analyses  of  diagnosis-related  group  clas- 
sification and  assignment.  Periodic  adjustments  to 
the  DRGs  are  necessary  to  reflect  new  technolo- 
gies, scientific  advances,  and  changes  in  medical 
practice.  This  report  includes  information  on  Com- 
mission recommendations  for  classification  or  as- 
signment improvements.  These  recommendations 
are  related  to  new  and  changing  technologies  and 
practice  patterns,  and  to  equity  of  payment  among 
hospital  groups.  Analyses  of  other  DRG  classifica- 
tion and  assignment  issues  are  also  included.  (8/90) 

1-90-04:  Financial  Status  of  High  Case 
Mix  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  financial 
status  of  high  case  mix  hospitals  with  special 
attention  devoted  to  capital  investment.  Informa- 
tion on  this  topic  was  included  in  ProPAC's  June 
1990  report,  Medicare  Prospective  Payment  and 
the  American  Health  Care  System.  (6/90) 

1-91-01:  Hospital  Closures:  1985-1988 

This  report  contains  descriptive  statistics  on  hospi- 
tals that  closed  between  1985  and  1988.  Data  are 
from  the  American  Hospital  Association  annual 
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surveys,  Medicare  Cost  Reports,  and  the  Area 
Resource  File.  Rural  and  urban  hospitals  that 
closed  are  analyzed  separately  and  compared  with 
open  rural  and  urban  hospitals  having  fewer  than 
200  beds.  (1/91) 

1-91-02:  The  Role  of  Profitability  and 
Community  Characteristics  in  Hospital 
Closures 

This  study  investigates  hospital  closures  that  oc- 
curred from  1985  through  1988.  The  analysis  fo- 
cuses on  the  relationship  between  profitability  and 
closure.  Further,  the  analysis  evaluates  the  impact 
on  profitability  of  characteristics  related  to  the 
hospital's  mission  and  standing  in  the  community. 
In  addition,  the  analysis  is  extended  by  examining 
the  factors  that  influence  profitability  and  its  com- 
ponents: revenue  per  case,  cost  per  case,  and  total 
cases.  This  report  provides  a  detailed  description 
of  the  data,  methods,  and  results  of  the  study. 
(2/91) 

Pending 

Improving  the  Area  Wage  Index:  The  Area 
Wage  Index  and  the  Mix  of  Occupations  Across 
Areas 

Currently,  the  area  wage  index  incorporates  differ- 
ences in  the  price  of  labor  as  well  as  the  mix  of 
occupations  across  areas.  This  report  will  present 
the  results  of  ProPAC's  study  on  the  effect  of 
adjusting  the  area  wage  index  for  occupational 
mix.  The  results  will  be  presented  separately  for 
metropolitan  statistical  areas  and  rural  areas.  The 
study  will  be  based  on  Uniform  Reporting  System 
data  collected  from  California  hospitals.  The  report 
will  also  describe  the  method  used  in  California  to 
collect  data  by  occupational  category.  (3/91) 

Hospital  Uncompensated  Care  Costs 

This  report  will  present  the  results  of  an  analysis  of 
uncompensated  care  costs  for  both  PPS  and  PPS- 
excluded  hospitals.  Uncompensated  care  for  this 
study  is  defined  as  the  sum  of  charity  care  and  bad 
debts,  and  uncompensated  care  costs  are  measured 
both  with  and  without  an  offset  for  subsidies  re- 
ceived from  state  and  local  governments.  The  study 
will  be  based  on  data  from  the  American  Hospital 
Association  Annual  Survey  over  the  period  1980  to 
1989.  Both  the  trend  and  distribution  of  uncom- 
pensated care  costs  will  be  measured  by  hospital 


group.  In  addition,  the  relationship  between  un- 
compensated care  costs  and  indirect  medical  edu- 
cation and  disproportionate  share  payments  under 
Medicare  will  be  examined.  (4/91) 

Payment  Adjustments-Indirect  Teaching  and 
Disproportionate  Share  Hospitals 

ProPAC  will  analyze  the  effect  of  teaching  effort 
on  Medicare  costs.  The  objectives  of  the  analysis 
are  to  estimate  the  relationship  between  teaching 
effort  and  Medicare  cost  per  case  using  the  most 
recent  Medicare  Cost  Report  data  available.  The 
study  will  also  examine  the  overlap  between  the 
indirect  medical  education  and  the  disproportionate 
share  payments  by  revising  the  indirect  medical 
education  adjustment.  The  report  will  describe  the 
methods  and  results  of  the  analysis,  and  will  build 
on  analysis  reported  in  Payment  Adjustments- 
Indirect  Teaching  and  Disproportionate  Share  Hos- 
pitals (TRS  1-89-04).  (6/91) 

CONGRESSIONALLY  MANDATED 
REPORTS 

C-88-01:  An  Evaluation  of  the  Department  of 
HHS  Report  to  Congress  on  Studies  of  Urban- 
Rural  and  Related  Geographical  Adjustments  in 
the  Medicare  PPS 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  report  to  the  Congress  on  its 
evaluation  of  the  Secretary's  study  on  the  feasibil- 
ity and  impact  of  eliminating  or  phasing  out  sepa- 
rate urban  and  rural  rates.  The  report  is  organized 
into  four  major  sections:  background  and  definition 
of  issues,  summary  of  the  Secretary's  study  meth- 
ods and  findings,  Commission  evaluation  of  the 
Secretary's  study,  and  future  direction  of  Commis- 
sion activities.  (6/88) 

C-88-02:  Linking  Medicare  Capital  Payments  to 
Hospital  Occupancy  Rates 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  report  to  the  Congress  on  the 
suitability  and  feasibility  of  linking  Medicare  capi- 
tal payments  to  hospital  occupancy  rates.  This  was 
addressed  by  reviewing  current  Medicare  capital 
payment  principles,  examining  historical  trends  in 
capital  costs  and  occupancy  rates,  and  analyzing 
the  relationship  between  capital  costs  and  occu- 
pancy. (4/88) 
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C-88-03:  Outlier  Payment  Alternatives  for 
Burn  Cases 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  study  alternative  payment  meth- 
ods for  burn  outlier  cases  under  the  prospective 
payment  system.  In  this  report,  the  Commission 
examines  costs  and  PPS  payments  for  all  burn 
cases  as  well  as  outlier  cases  only.  Differences 
between  payments  and  costs  for  burn  hospitals  and 
units  and  other  PPS  hospitals  are  examined.  (7/88) 

C-88-04:  The  Views  of  the  Prospective  Payment 
Assessment  Commission  on  Developing 
Medicare  Payment  for  Hospital  Outpatient 
Surgery 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  the  Secretary  of  HHS  to  solicit  the  views 
of  ProPAC  in  developing  outpatient  payment  sys- 
tems and  to  include  these  views  in  a  series  of 
reports  to  Congress.  This  report  focuses  on  the 
facility  component  of  payment  for  surgeries  per- 
formed in  hospital  outpatient  settings.  (8/88) 

C-88-05:  Separate  PPS  Payment  Rates  for 
Hospitals  in  Large  Urban  Areas  and  Other 
Urban  Areas 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  "evaluate  the  desirability  of 
maintaining  separate  DRG  prospective  payment 
rates  for  hospitals  located  in  large  urban  areas... and 
in  other  urban  areas."  The  report  first  describes 
how  PPS  currently  treats  hospitals  in  different 
sized  urban  areas.  Descriptive  information  compar- 
ing hospitals  in  different  sized  urban  areas  is  then 
presented.  This  is  followed  by  a  discussion  of  the 
PPS  policy  implication  of  variation  in  costs  and 
margins  by  metropolitan  statistical  area  size. 
(12/88) 

C-89-01:  Medicare  Payment  for  Hospital 
Outpatient  Surgery:  The  Views  of  the 
Prospective  Payment  Assessment  Commission 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  the  Secretary  to  solicit  the  views  of  the 
Commission  on  prospective  payment  for  hospital 
outpatient  surgery.  This  report  contains  ProPAC 's 
recommendations  and  related  rationale  on  such 
payment  policy  beginning  in  fiscal  year  1990.  It 


also  presents  background  information  used  by  the 
Commission  in  its  deliberations,  including  the  find- 
ings of  ProPAC  s  data  analysis  of  hospital  outpa- 
tient surgery  costs.  (4/89) 

C-89-02:  Payment  Rates  for  Hospitals 
Redesignated  from  Rural  to  Urban:  Analysis 
and  Recommendations 

The  Technical  and  Miscellaneous  Revenue  Act  of 
1988  required  ProPAC  to  study  and  report  to  Con- 
gress on  (1)  appropriate  payment  under  PPS  for 
hospitals  located  in  certain  rural  counties  that  were 
redesignated  as  urban  under  section  4005  of  Omni- 
bus Budget  Reconcilation  of  1987,  and  (2)  the 
appropriate  treatment  of  the  wage  and  wage-related 
costs  of  these  hospitals  in  computing  area  hospital 
wage  indexes  for  the  affected  urban  and  rural 
areas.  This  study  focuses  on  the  financial  impact 
of  various  policy  options  on  both  the  redesignated 
hospitals  and  on  other  hospitals  located  in  the 
affected  urban  and  rural  areas.  (8/89) 

C-89-03:  Adjustment  to  the  Non-Labor-Related 
Portion  of  the  Standardized  Amounts 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  analyze  the  feasibility  and 
appropriateness  of  a  geographic  adjustment  to  the 
non-labor-related  portion  of  the  PPS  standardized 
amounts.  Price  data  for  non-labor  components  of 
the  hospital  market  basket  are  compiled  from  avail- 
able data  sources  in  order  to  determine  whether 
non-labor  prices  vary  by  geographic  area.  The  re- 
port contains  this  information  and  the  Commis- 
sion's determination  whether  such  an  adjustment  is 
feasible  and  appropriate.  (8/89) 

C -90-01:  Payments  to  Rural  Sole  Community 
and  Small  Rural  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  submit  a  report  to 
Congress  on  the  feasibility  and  desirability  of  (1) 
using  a  cost-based  reimbursement  system  for  paying 
small  rural  hospitals  and  sole  community  hospi- 
tals, (2)  using  alternative  definitions  of  market 
share  to  determine  eligibility  for  sole  community 
hospital  classification,  and  (3)  accounting  for  de- 
creases in  admissions  in  determining  payments  to 
small  rural  hospitals  or  their  costs.  (5/90) 
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Medicare-Dependent  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  appropriate- 
ness of  making  an  adjustment  to  Medicare  pay- 
ments to  hospitals  that  treat  a  high  proportion  of 
Medicare  discharges.  Information  on  this  topic  was 
included  in  ProPAC's  June  1990  report,  Medicare 
Prospective  Payment  and  the  American  Health  Care 
System.  (6/90) 

Financial  Status  of  High  Case  Mix  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  financial 
status  of  high  case  mix  hospitals  with  special 
attention  devoted  to  capital  investment.  Informa- 
tion on  this  topic  was  included  in  ProPAC's  June 
1990  report,  Medicare  Prospective  Payment  and 
the  American  Health  Care  System.  (6/90) 

C-90-02:  Payments  for  Services  in  Hospital 
Outpatient  Departments 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  submit  a  report  to 
Congress  on  (1)  the  sources  of  growth  in  spending 
for  hospital  outpatient  service,  (2)  the  difference 
between  the  costs  of  delivering  services  in  a  hospi- 
tal outpatient  department  as  opposed  to  other  ap- 
propriate setting,  and  (3)  the  effects  of  allocation 
of  capital  costs  on  outpatient  costs  and  the  extent 
to  which  hospital  outpatient  costs  were  affected  by 
PPS  implementation  and  increased  review  of  such 
services  by  Peer  Review  Organizations.  (7/90) 

Pending 

Area  Wage  Index 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  ProPAC  to  examine  available  data  from 
states  and  other  sources  measuring  earnings  and 
paid  hours  of  employment  of  hospital  workers  by 
occupational  category.  The  impact  of  variation  in 
occupational  mix  on  the  computation  of  the  area 
wage  index  was  to  be  included.  The  report  contains 
recommendations  regarding  the  feasibility  and  de- 
sirability of  modifying  the  area  wage  index.  (3/91) 

Analysis  of  the  Secretary's  Legislative  Proposal 
Eliminating  Separate  Average  Standardized 
Amounts 


The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Secretary  of  Health  and  Human  Ser- 
vices to  prepare  a  legislative  proposal  eliminating 
separate  average  standardized  amount  for  hospitals 
located  in  large  urban,  other  urban,  and  rural 
areas.  It  also  directed  ProPAC  to  submit  a  report  to 
Congress  analyzing  this  proposal  and  its  impact  on 
hospitals.  (This  report  will  be  issued  after  the 
Secretary's  proposal  becomes  available.) 

Passthrough  Payments  for  Hemophilia 
Inpatients 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  submit  a  report  to 
Congress  that  contains  recommendations  on  paying 
for  the  cost  of  administering  blood  clotting  factors 
to  individuals  with  hemophilia.  (5/91) 

The  Commission's  Views  on  Capital 
Payment  Policy 

This  report  will  summarize  the  Commission's  anal- 
yses of  hospital  capital  costs  and  views  on  Medi- 
care's capital  payment  policy.  ProPAC's  objectives 
for  evaluating  capital  payment,  along  with  support- 
ing data  and  opinions,  will  be  presented.  The 
Commission  will  also  comment  on  the  Secretary  of 
Health  and  Human  Services'  prospective  payment 
proposal.  (This  report  will  be  issued  after  the 
Secretary's  proposal  becomes  available.) 

Nurse  Practitioners  and  Other 
Non-Physician  Providers 

The  Senate  Committee  on  Appropriations  asked 
that  ProPAC  study  the  use  of  nurse  practitioners 
and  other  non-physician  providers  in  settings  other 
than  acute  care  facilities  and  long-term  care  institu- 
tions. Information  on  this  topic  will  be  included  in 
ProPAC's  June  1991  report,  Medicare  Prospective 
Payment  and  the  American  Health  Care  System. 
(6/91) 

Report  on  Rural  Hospitals 

The  Senate  Committee  on  Appropriations  requested 
a  report  examining  the  changes  made  in  rural 
hospital  payment  policies  and  their  fiscal  impacts. 
In  addition,  ProPAC  was  requested  to  analyze  the 
effect  of  low  volume  on  overhead  costs  and  pay- 
ments. This  report  will  also  examine  the  relation- 
ship between  volume  and  financial  performance, 
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the  adequacy  of  national  DRG  weights  for  rural 
hospitals,  and  alternative  definitions  of  sole  com- 
munity hospitals.  (8/91) 

Study  of  Medicaid  Payments  to  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Commission  to  conduct  a  study  of 
Medicaid  hospital  payment  rates.  The  study  should 
examine  the  relationship  between  Medicaid  and 
Medicare  payments,  and  the  financial  condition  of 
the  hospitals  receiving  Medicaid  payments.  Special 
attention  will  be  given  to  hospitals  in  urban  areas 
that  treat  large  numbers  of  people  eligible  for  Med- 
icaid and  other  low-income  persons.  (10/91) 

Medicare  Payment  for  Hospital  Outpatient 
Services:  The  Views  of  the  Prospective 
Payment  Assessment  Commission 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop,  by  September  1,  1991,  a  model 
system  for  Medicare  payment  of  hospital  outpatient 
services.  The  Commission  is  required  submit  an 
analysis  of  and  comments  on  the  proposal  to  the 
Committee  on  Finance  of  the  Senate  and  the  Com- 
mittee on  Ways  and  Means  and  Energy  and  Com- 
merce of  the  House  of  Representatives.  (3/92) 

Prospective  Payment  System  for  Skilled 
Nursing  Facilities 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop  a  proposal  to  modify  the  current 
system  under  which  skilled  nursing  facilities  re- 
ceive payment  for  extended  care  services  under 
Part  A  of  the  Medicare  program  or  to  develop  a 
proposal  to  replace  such  system  with  a  system 
under  which  such  payments  would  be  made  on  a 
basis  of  prospectively  determined  rates.  The  Com- 
mission is  required  to  submit  an  analysis  of  and 
comments  on  the  proposal  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  and  Energy  and  Commerce  of  the 
House  of  Representatives.  (3/92) 

Study  of  End-Stage  Renal  Disease  Composite 
Rates 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Commission  to  conduct  a  study  to 


determine  the  costs,  services,  and  profits  associ- 
ated with  various  modalities  of  dialysis  treatments 
provided  to  end-stage  renal  disease  patients.  This 
study  will  be  the  basis  for  recommendations  re- 
garding the  method  and  level  of  payments  for  the 
facility  component  of  dialysis  services  beginning  in 
fiscal  year  1993.  The  methodology  to  be  used  to 
update  payment  for  subsequent  fiscal  years  should 
also  be  included.  As  part  of  its  annual  March 
report,  starting  with  fiscal  year  1993,  ProPAC  is 
required  to  report  its  recommendations  to  Congress 
on  an  appropriate  payment  update  factor.  (6/92) 

Development  of  National  Prospective 
Payment  Rates  for  Current  Non-PPS  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop  a  proposal  to  modify  the  current 
system  under  which  hospitals  that  are  not  subsec- 
tion (d)  hospitals  (as  defined  in  section 
1886(d)(1)(B)  of  the  Social  Security  Act)  receive 
payment  for  the  operating  and  capital-related  costs 
of  inpatient  hospital  services  under  Part  A  of  the 
Medicare  program  or  a  proposal  to  replace  such 
system  with  a  system  under  which  such  payments 
would  be  made  on  the  basis  of  nationally  deter- 
mined average  standardized  amounts.  The  Com- 
mission is  required  submit  an  analysis  of  and 
comments  on  the  proposal  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  and  Energy  and  Commerce  of  the 
House  of  Representatives.  (6/92) 


Prospective  Payment  System  for  Home 
Health  Services 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop  a  proposal  to  modify  the  current 
system  under  which  Medicare  pays  for  home  health 
services  or  a  proposal  to  replace  such  system  with 
a  system  under  which  such  payments  would  be 
made  on  the  basis  of  prospectively  determined 
rates.  The  Commission  is  required  submit  an  anal- 
ysis of  and  comments  on  the  proposal  to  the 
Committee  on  Finance  of  the  Senate  and  the  Com-  j 
mittee  on  Ways  and  Means  and  Energy  and  Com- 
merce of  the  House  of  Representatives.  (3/94) 
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Stuart  H.  Altman,  Chairman 

Stuart  H.  Altman,  dean  of  the  Florence  Heller 
Graduate  School  for  Social  Policy,  Brandeis  Uni- 
versity, and  Sol  C.  Chaikin  Professor  of  National 
Health  Policy  (currently  on  leave  as  interim  presi- 
dent of  Brandeis  University),  is  an  economist 
whose  research  interests  are  primarily  in  the  area 
of  Federal  health  policy.  He  has  been  at  Brandeis 
since  1977.  Between  1971  and  1976,  Dean  Altman 
was  deputy  assistant  secretary  for  planning  and 
evaluation/health  at  the  Department  of  Health,  Ed- 
ucation and  Welfare  (now  the  Department  of  Health 
and  Human  Services).  From  1973  to  1974,  he  also 
served  as  the  deputy  director  for  health  of  the 
President's  Cost  of  Living  Council,  where  he  was 
responsible  for  developing  the  council's  program 
on  health  care  cost  containment.  Dean  Altman  is  a 
member  of  the  Institute  of  Medicine  of  the  Na- 
tional Academy  of  Sciences  and  former  member  of 
its  governing  council;  on  the  board  of  Beth  Israel 
Hospital  (Boston);  and  chairman  of  the  board  of 
the  Health  Policy  Center  at  Brandeis.  He  is  a  past 
president  of  the  National  Association  for  Health 
Services  Research  and  former  board  member  of 
The  Robert  Wood  Johnson  Clinical  Scholars  Pro- 
gram. Dean  Altman  received  both  an  M.A.  and  a 
Ph.D.  in  economics  from  the  University  of  Califor- 
nia (Los  Angeles). 

Richard  A.  Berman 

Richard  A.  Berman  is  a  vice  president  of  Korn/ 
Ferry  International,  and  is  responsible  for  the  health 
care  practice  in  the  firm's  Eastern  region.  Mr. 
Berman  was  previously  a  special  consultant  to 
McKinsey  &  Company,  Inc.,  in  New  York,  a 
position  he  held  since  1987.  In  addition,  he  serves 
several  organizations,  including  the  executive  com- 
mittee of  the  New  York  City  Public  Development 
Corporation,  the  New  York  State  Council  on  Health 
Care  Financing,  and  the  National  Advisory  Council 
for  the  Center  for  Hospital  Finance  and  Manage- 
ment at  The  Johns  Hopkins  University.  Previously, 
he  was  a  management  consultant  and  a  candidate 


in  the  Democratic  primary  in  the  20th  Congres- 
sional District,  Mr.  Berman  was  the  executive  vice 
president  of  New  York  University  Medical  Cen- 
ter from  1983  to  1986.  At  that  time  he  was 
also  a  professor  in  health  care  management  at  the 
School  of  Medicine.  Mr.  Berman  worked  for  New 
York  State  from  1977  to  1983,  first  as  director  of 
the  Office  of  Health  Systems  Management  and 
later  as  the  commissioner  of  the  Division  of  Hous- 
ing and  Community  Renewal.  Before  that,  he  was 
assistant  dean  of  Cornell  University  Medical 
School,  as  well  as  associate  director  for  ambula- 
tory services  at  the  New  York  Hospital,  clinical 
assistant  professor  in  the  Departments  of  Medicine 
and  Public  Health  at  Cornell  University  Medical 
School,  and  senior  program  consultant  and  pro- 
gram director  for  The  Robert  Wood  Johnson  Foun- 
dation. Prior  to  these  positions,  Mr.  Berman  was 
special  assistant  for  policy  development,  Office  of 
the  Assistant  Secretary  for  Health,  Department  of 
Health,  Education  and  Welfare.  He  also  served  in 
the  Office  of  Health  in  the  Economic  Stabilization 
Program,  the  University  of  Utah  Hospital,  and  the 
U.S.  Public  Health  Service.  Mr.  Berman  received 
B.A.,  M.B.A.,  and  M.H.A.  degrees  from  the 
University  of  Michigan. 

James  D.  Bernstein 

James  D.  Bernstein  is  director  of  the  North 
Carolina  Office  of  Rural  Health  and  Resource 
Development  and  president,  North  Carolina  Foun- 
dation for  Alternative  Health  Programs,  Inc.  He 
has  also  been  a  research  associate  with  the  Health 
Services  Research  Center  at  the  University  of  North 
Carolina  at  Chapel  Hill  since  1970.  Mr.  Bernstein 
has  adjunct  appointments  with  the  University  of 
North  Carolina  School  of  Medicine  and  with  the 
Duke  University  School  of  Medicine.  Between 
1970  and  1973,  he  was  a  Fellow  at  the  Career 
Development  Program  in  Global  Community 
Health,  a  part  of  the  U.S.  Department  of  Health, 
Education  and  Welfare.  Before  that  he  worked 
with  the  Santa  Fe  Service  Unit  of  the  Indian 
Health  Service.  Mr.  Bernstein  has  held  a  variety  of 
professional  positions,  including  vice  chairman  of 
the  North  Carolina  Health  Insurance  Trust  Com- 
mission, chairman  of  the  rural  health  steering  com- 
mittee of  the  National  Academy  for  State  Health 
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Policy,  and  member  of  the  national  advisory  com- 
mittee for  The  Robert  Wood  Johnson  Foundation 
Hospital  Based  Rural  Health  Care  Program.  He 
has  also  been  a  consultant  on  projects  related  to 
indigent  care,  practice  pattern  variations,  and  cost- 
effective  medical  care.  Mr.  Bernstein  received  a 
B.A.  in  political  economy  from  The  Johns  Hop- 
kins University  and  an  M.H.A.  from  the  Univer- 
sity of  Michigan. 

Curtis  C.  Erickson 

Curtis  C.  Erickson  is  president  emeritus  and 
senior  consultant  with  Great  Plains  Health  Alli- 
ance, Inc.,  of  Phillipsburg,  Kansas.  He  served  as 
president  and  CEO  of  this  organization  from  1959 
to  1990  and  as  assistant  director  from  1955  to 
1959.  Having  served  the  American  Hospital  Asso- 
ciation (AHA)  in  many  capacities,  he  became 
chairman  of  Regional  Advisory  Board  6  and  was  a 
trustee  from  1987  to  1990.  He  has  also  chaired 
AHA's  advisory  panel  to  the  Center  for  Small  or 
Rural  Hospitals  and  has  been  a  member  of  the 
Council  on  Management,  the  Council  on  Federal 
Relations,  and  a  representative  to  the  House  of 
Delegates.  President  of  the  Lutheran  Hospital  As- 
sociation of  America  from  1974  to  1975,  Mr. 
Erickson  was  also  on  the  board  of  trustees  from 
1972  to  1982.  He  was  president  of  the  Kansas 
Hospital  Association  from  1965  to  1966,  a  mem- 
ber of  the  board  of  governors  of  the  Healthcare 
Stabilization  Fund  for  the  Kansas  Department  of 
Insurance,  and  past  district  governor  of  Rotary 
International.  From  1983  to  1986,  Mr.  Erickson 
served  on  The  Robert  Wood  Johnson  Foundation's 
National  Advisory  Committee  for  the  Rural  Hospi- 
tal Program  of  Extended  Care  Services.  Mr.  Erick- 
son is  a  member  of  the  American  College  of 
Healthcare  Executives.  From  1951  to  1955,  he 
served  in  the  U.S.  Air  Force.  He  received  a  B.S.  in 
business  administration  from  Fort  Hays  Kansas 
State  University  in  1951. 

William  D.  Fullerton 

William  D.  Fullerton  is  an  adjunct  professor  in 
the  School  of  Medicine,  University  of  North  Caro- 
lina at  Chapel  Hill.  From  1978  to  1984,  he  was 
principal  and  president  of  Health  Policy  Alterna- 
tives, Inc.,  where  he  is  now  a  part-time  consultant. 
The  first  deputy  administrator  of  the  Health  Care 
Financing  Administration  (1977-78),  Mr.  Fullerton 


was  also  a  special  consultant  to  the  Secretary  of 
the  Department  of  Health,  Education  and  Welfare. 
He  served  as  chief  of  the  professional  health  staff, 
Committee  on  Ways  and  Means,  U.S.  House  of 
Representatives,  from  1970  to  1976.  Mr.  Fullerton 
was  the  first  executive  secretary  of  the  Health 
Insurance  Benefits  Advisory  Council  in  1965-66. 
Before  that,  he  held  various  positions  in  the  Social 
Security  Administration.  He  is  a  member  of  the 
Institute  of  Medicine  of  the  National  Academy  of 
Sciences.  Mr.  Fullerton  received  a  B.A.  from  the 
University  of  Rochester. 

William  S.  Hoffman 

William  S.  Hoffman  has  been  director  of  the 
Social  Security  Department  of  the  International 
Union  of  the  United  Auto  Workers  since  1984. 
Previously,  he  was  the  assistant  director  and  a 
consultant  to  the  department.  Mr.  Hoffman  is  also 
director  of  the  Michigan  Health  and  Social  Secu- 
rity Research  Institute,  Inc.,  where  from  1973  to 
1980  he  was  a  senior  research  associate.  An  active 
participant  in  national  and  state  health  care  issues, 
Mr.  Hoffman  has  served  on  the  Michigan  Certifi- 
cate of  Need  Commission,  the  Department  of 
Health  and  Human  Services' s  Council  on  Graduate 
Medical  Education,  the  Department  of  Labor's 
Advisory  Council  on  Employee  Welfare  and  Pen- 
sion Benefit  Plans,  the  Governor's  Task  Force  on 
Access  to  Health  Care  in  Michigan,  and  the  Insti- 
tute of  Medicine  of  the  National  Academy  of 
Sciences.  He  served  in  various  research  and  teach- 
ing capacities  with  the  Social  Science  Research 
Center  at  Mercy  College  of  Detroit,  the  Depart- 
ment of  Sociology  at  Wayne  State  University,  the 
Detroit  Residential  Manpower  Center,  the  Boys 
Republic,  and  the  Merrill  Palmer  Institute.  Mr. 
Hoffman  has  written  and  spoken  extensively  on 
such  issues  as  the  use  of  prepaid  mental  health 
care  services  and  organized  labor's  perspective  on 
current  health  care  issues  and  legislation.  He  re- 
ceived a  B.A.  in  psychology  from  Otterbein  Col- 
lege and  M.A.  and  Ph.D.  degrees  in  sociology 
from  Wayne  State  University. 

Larry  L.  Mathis 

Larry  L.  Mathis  is  president  and  chief  executive 
officer  of  The  Methodist  Hospital  System  in  Hous- 
ton, Texas.  This  system  includes  12  member  cor- 
porations and  The  Methodist  Hospital.  He  has  held 
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this  position  since  1983.  Before  that,  Mr.  Mathis 
held  a  number  of  positions  at  The  Methodist  Hos- 
pital. Mr.  Mathis  is  a  member  of  the  board  of 
trustees  of  the  American  Hospital  Association  and 
has  been  elected  to  serve  on  its  executive  commit- 
tee. He  was  chairman  of  The  Greater  Houston 
Hospital  Council,  chairman  of  the  Texas  Hospital 
Association,  and  regent  for  Texas  in  the  American 
College  of  Healthcare  Executives.  In  addition,  Mr. 
Mathis  served  as  a  member  of  the  administrative 
board  of  the  Association  of  American  Medical 
Colleges' s  Council  of  Teaching  Hospitals,  and  as 
chairman  of  the  National  Advisory  Council  on 
Health  Care  Technology  Assessment  from  1985  to 
1988.  He  was  a  consultant  to  the  Ministry  of 
Education  and  Culture  in  Brazil.  Mr.  Mathis  served 
in  the  U.S.  Army  from  1965  to  1970.  He  received 
a  B.A.  in  social  sciences  from  Pittsburgh  State 
University  in  Kansas  and  an  M.H.A.  from  Wash- 
ington University. 


Barbara  J.  McNeil 

Barbara  J.  McNeil  is  a  Ridley  Watts  professor  of 
Health  Care  Policy,  head  of  the  Department  of 
Health  Care  Policy  at  Harvard  Medical  School, 
and  professor  of  radiology  at  Brigham  and  Wom- 
en's Hospital.  She  is  also  director  of  the  Center  for 
Cost-Effective  Care,  Brigham  and  Women's  Hos- 
pital. Dr.  McNeil  is  a  member  of  the  Harvard-MIT 
Division  of  Health  Sciences  and  Technology.  Her 
professional  and  advisory  activities  are  extensive. 
Dr.  McNeil  is  a  member  of  the  joint  committee  of 
the  American  College  of  Radiology,  the  Associa- 
tion of  University  Radiologists,  and  the  Society  of 
Chairmen  of  Academic  Radiology.  She  is  also  a 
member  of  the  Fleischner  Society,  the  Institute  of 
Medicine  of  the  National  Academy  of  Sciences, 
and  the  National  Council  on  Radiation  Protection 
and  Measurements.  She  serves  on  the  American 
College  of  Radiology's  committees  on  nuclear  ra- 
diology and  on  quality  assurance  and  efficacy. 
Formerly,  Dr.  McNeil  was  on  the  board  of  the 
Association  for  Health  Services  Research,  the  pol- 
icy council  of  the  Association  for  Public  Policy 
Analysis  and  Management,  the  board  of  trustees  of 
the  Society  for  Medical  Decision  Making,  and  a 
member  of  the  National  Council  on  Health  Care 
Technology.  She  has  written  five  books  and  more 
than  150  professional  articles  and  reports.  Dr. 
McNeil  has  an  A.B.  in  chemistry  from  Emmanuel 


College,  an  M.D.  from  Harvard  Medical  School, 
and  a  Ph.D.  in  biological  chemistry  from  Harvard 
University. 

Kathryn  M.  Mershon 

Kathryn  M.  Mershon  is  senior  vice  president  at 
Humana,  Inc.,  a  position  she  has  held  since  1988. 
She  previously  served  as  Humana' s  vice  president, 
nursing.  She  holds  an  adjunct  assistant  professor- 
ship of  nursing  at  Spalding  University.  From  1971 
to  1980,  Ms.  Mershon  was  associate  executive 
director,  nursing  at  St.  Joseph  Infirmary  (now 
Humana  Hospital  Audubon)  in  Louisville,  Ken- 
tucky. Before  that,  she  was  a  clinical  nursing 
specialist  at  St.  Joseph  Infirmary,  clinical  instruc- 
tor at  St.  Francis  Xavier  Hospital  School  of  Nurs- 
ing, and  a  staff  nurse.  She  has  a  distinguished  list 
of  professional  and  community  activities,  includ- 
ing board  of  governors  of  the  Federation  of  Ameri- 
can Health  Systems,  board  member  of  the  National 
League  for  Nursing,  and  editorial  review  board  of 
Nursing  &  Health  Care.  She  is  a  former  trustee  of 
Spalding  University  and  member  of  the  advisory 
board  of  the  University  of  Louisville's  School  of 
Nursing.  Ms.  Mershon  also  served  on  the  Louis- 
ville Board  of  Health  and  on  the  board  of  gover- 
nors of  Louisville  General  Hospital.  She  has  made 
numerous  public  presentations  on  a  variety  of 
nursing-related  issues.  Ms.  Mershon  received  a 
B.S.  in  nursing  from  Spalding  University  and  an 
M.S.  in  nursing  from  St.  Louis  University. 

Donald  R.  Oder 

Donald  R.  Oder  is  senior  vice  president  and 
chief  operating  officer  of  Rush-Presbyterian-St. 
Luke's  Medical  Center  in  Chicago,  where  he  for- 
merly was  senior  vice  president.  Before  that,  he 
was  audit  manager  with  Arthur  Andersen  &  Co.  in 
Chicago.  Mr.  Oder  has  held  various  academic 
appointments,  and  is  currently  professor  in  the 
Department  of  Health  Systems  Management  at  the 
Rush  University  College  of  Health  Sciences.  He  is 
a  member  of  and  has  held  leadership  positions  in 
several  professional  associations,  including  the 
American  College  of  Healthcare  Executives,  the 
American  Hospital  Association,  the  Illinois  Hospi- 
tal Association,  Voluntary  Hospitals  of  America, 
the  American  Institute  of  Certified  Public  Accoun- 
tants, and  the  Illinois  CPA.  Society.  He  has 
served  on  the  board  of  directors  of  the  Better 
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Business  Bureau  of  Metropolitan  Chicago,  Inc., 
and  on  the  occupational  health  committee  of  the 
Chicago  Association  of  Commerce  and  Industry. 
Mr.  Oder  received  a  B.S.  from  Wichita  State 
University,  a  CP.  A.  certificate  from  the  University 
of  Illinois,  and  an  M.B.A.  from  the  University  of 
Chicago. 

Elliott  C.  Roberts,  Sr. 

Elliott  C.  Roberts,  Sr.,  is  assistant  secretary  and 
chief  executive  officer  of  Charity  Hospital  at  New 
Orleans,  a  position  he  has  held  since  1984.  In  this 
capacity,  he  implemented  a  reorganization  of  the 
Louisiana  State  Department  of  Health  and  Human 
Resources.  Mr.  Roberts  holds  an  assistant  profes- 
sorship in  the  Department  of  Public  Health  and 
Preventive  Medicine  at  Louisiana  State  University 
Medical  School.  He  is  also  a  preceptor  in  the 
Department  of  Health  Systems  Management  at 
Tulane  University  School  of  Public  Health  and 
Tropical  Medicine.  From  1980  to  1984,  Mr.  Roberts 
was  chief  executive  officer  of  Cook  County  Hospi- 
tal in  Chicago.  Before  that,  he  was  vice  president 
and  associate  project  director  for  Hyatt  Medical 
Management  Services,  as  well  as  commissioner  of 
hospitals  and  executive  director  of  Detroit  General 
Hospital.  Mr.  Roberts  served  as  executive  director 
at  both  Harlem  Hospital  Center  (1969-72)  and 
Mercy  Douglass  Hospital  in  Philadelphia  (1965- 
69).  An  active  member  of  the  American  Hospital 
Association,  Mr.  Roberts  served  on  its  board  of 
trustees  for  five  years  as  well  as  on  the  nominating 
committee,  House  of  Delegates,  and  in  other 
capacities.  He  has  held  similar  positions  of  respon- 
sibility at  the  National  Association  of  Public 
Hospitals  and  the  Association  of  American  Medi- 
cal Colleges/Council  on  Teaching  Hospitals.  In 
addition  to  many  other  appointments,  Mr.  Roberts 
served  on  the  Secretary's  Commission  on  Nursing, 
Department  of  Health  and  Human  Services.  He 
received  an  M.A.  in  business  administration- 
hospital  administration  from  the  George  Washing- 
ton University. 

J.  Michael  Sadaj 

J.  Michael  Sadaj  has  been  medical  director  of 
respiratory  care  services  and  an  active  staff  mem- 
ber at  St.  James  Community  Hospital  in  Butte, 
Montana,  since  1979.  He  is  presently  secretary- 
treasurer  of  the  medical  staff  there  as  well.  In 


addition,  Dr.  Sadaj  practices  with  the  Rocky  Moun- 
tain Service  Corporation,  specializing  in  internal 
medicine  and  pulmonary  diseases.  Dr.  Sadaj  for- 
merly was  medical  director  of  respiratory  therapy 
at  Silver  Bow  General  Hospital  in  Butte.  He  served 
on  the  executive  committee  and  the  infection  con- 
trol committee  of  both  hospitals.  Dr.  Sadaj  also 
chaired  the  medical  section  at  St.  James  Community 
Hospital  (1980-83)  and  at  Silver  Bow  General 
Hospital  (1980-81).  From  1974  to  1979,  Dr.  Sadaj 
was  a  resident  in  internal  medicine  and  a  Fellow  in 
pulmonary  diseases  at  the  University  of  Nebraska 
Medical  Center  in  Omaha.  He  has  been  a  member 
of  and  held  leadership  positions  in  several  organi- 
zations, including  the  Nebraska  Medical  Associa- 
tion, American  Medical  Association,  Montana 
Medical  Association,  and  the  Montana  Profes- 
sional Assistance  Program.  In  1984,  he  was  elected 
to  a  local  government  study  commission.  Dr.  Sadaj 
received  his  B.S.  and  M.D.  degrees  from  the 
University  of  Nebraska  Medical  Center. 

Leonard  D.  Schaeffer 

Leonard  D.  Schaeffer  is  chairman  of  the  board 
and  chief  executive  officer  of  Blue  Cross  of  Cali- 
fornia. He  came  to  Blue  Cross  from  his  position  as 
president  of  Group  Health,  Inc.  Mr.  Schaeffer  was 
formerly  executive  vice  president  and  chief  operat- 
ing officer  of  the  Student  Loan  Marketing  Associa- 
tion. He  served  as  administrator  of  the  Health  Care 
Financing  Administration,  Department  of  Health 
and  Human  Services,  and  as  assistant  secretary  for 
management  and  budget  in  the  Department  of 
Health,  Education  and  Welfare.  Before  that,  Mr. 
Schaeffer  was  vice  president  of  Citibank,  N.A.  He 
has  held  various  positions  with  the  state  of  Illinois, 
including  director  of  the  Bureau  of  Budget,  head 
of  the  State  Planning  Office,  chairman  of  the 
Illinois  Capital  Development  Board,  and  deputy 
director  for  management,  Illinois  Department  of 
Mental  Health  and  Developmental  Disabilities.  He 
was  previously  vice  president  of  a  private  invest- 
ment banking  firm,  and  a  consultant  for  Arthur 
Andersen  &  Co.  A  Kellogg  Fellow,  Mr.  Schaeffer 
is  a  member  of  the  board  of  the  University  of 
Southern  California,  School  of  Public  Administra- 
tion; the  Cultural  Foundation;  Town  Hall  of  Cali- 
fornia; United  Way;  and  Managed  Healthcare.  Mr. 
Schaeffer  is  also  an  International  Fellow  at  the 
King's  Fund  College,  London,  England.  He  was 
graduated  from  Princeton  University. 
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Jack  K.  Shelton 

Jack  K.  Shelton  is  manager  of  the  Employee 
Insurance  Department  of  the  Ford  Motor  Company, 
which  he  joined  in  1956.  He  is  responsible  for  the 
financial  control  and  analysis  of  nearly  all  employee 
benefit  plans.  In  this  capacity,  he  participates  in 
union  negotiations,  relations  with  insurance  carri- 
ers, and  financial  control  of  company- administered 
plans.  He  also  reviews  changes  in  wage  and  benefit 
programs  for  foreign  subsidiaries.  Mr.  Shelton  is 
actively  involved  in  a  number  of  local  and  national 
health  care  organizations,  serving  as  a  director  of 
the  National  Fund  for  Medical  Education,  a  direc- 
tor of  Blue  Cross  and  Blue  Shield  of  Michigan, 
and  a  member  of  the  Statewide  Health  Coordinat- 
ing Council  of  Michigan.  In  1985,  he  was  a 
member  of  an  Office  of  Technology  Assessment 
Advisory  Panel  on  Alternative  Physician  Payments 
for  Medicare  and  chairman  of  the  Employer  Pro- 
spective Payment  Advisory  Commission  for  the 
Washington  Business  Group  on  Health.  He  is  past 
chairman  of  the  National  Industry  Council  on  HMO 
Development,  the  Michigan  Health  Economics  Co- 
alition, the  Michigan  Hospital  Capacity  Reduction 
Corporation,  and  the  Health  Alliance  Plan  (Michi- 
gan's largest  HMO).  Mr.  Shelton  received  B.S. 
and  M.S.  degrees  in  industrial  psychology  from 
Oklahoma  State  University. 

J.  B.  Silvers 

J.  B.  Silvers  is  co-director  of  the  Health  Systems 
Management  Center  of  Case  Western  Reserve  Uni- 
versity. He  is  also  the  William  M.  and  Elizabeth 
C.  Treuhaft  Professor  of  Management  and  profes- 
sor of  banking  and  finance  at  the  university's 
Weatherhead  School  of  Management,  and  profes- 
sor of  epidemiology  and  biostatistics  at  the  School 
of  Medicine.  Before  joining  Case  Western  Reserve, 
Dr.  Silvers  was  a  faculty  member  at  the  business 
schools  of  Indiana,  Harvard,  and  Stanford.  At 
Harvard,  he  directed  the  Program  for  Financial 
Management  and  Strategy  in  Health  for  five  years 
and  served  on  the  faculty  of  the  Program  for  Health 
Systems  Management  for  10  years.  Dr.  Silvers 
served  the  Department  of  Health  and  Human  Ser- 
vices as  a  member  of  the  Secretary's  Commission 
on  Nursing  and  as  a  member  of  the  Health  Care 
Technology  Study  Section  of  the  National  Center 
for  Health  Services  Research.  During  1983-84,  he 
chaired  the  Governor's  Commission  on  Ohio  Health 


Care  Costs.  He  has  written  extensively  in  the  fields 
of  corporate  financial  management,  and  health  care 
and  hospital  finance.  He  also  serves  as  a  consultant 
or  adviser  to  numerous  private  organizations.  Dr. 
Silvers  received  a  Ph.D.  in  finance  and  economics 
from  Stanford  University,  and  M.S.  and  B.S.  de- 
grees from  Purdue  University  in  industrial  admin- 
istration and  engineering,  respectively. 

Bruce  C.  Vladeck 

Bruce  C.  Vladeck  is  president  of  the  United 
Hospital  Fund  of  New  York.  Immediately  before 
joining  that  organization,  Dr.  Vladeck  was  assis- 
tant vice  president  of  The  Robert  Wood  Johnson 
Foundation.  From  1979  to  1982,  he  was  assistant 
commissioner  for  health  planning  and  resources 
development  of  the  New  Jersey  State  Department 
of  Health.  In  that  position,  he  was  director  of  the 
State  Health  Planning  and  Development  Agency, 
where  he  oversaw  the  implementation  of  New  Jer- 
sey's all-payer,  DRG-based  hospital  prospective 
payment  system.  Dr.  Vladeck  taught  for  four  and 
one-half  years  at  Columbia  University,  and  has 
served  on  the  adjunct  faculty  of  Rutgers,  Princeton, 
the  College  of  Medicine  and  Dentistry  of  New 
Jersey,  and  New  York  University.  He  is  the  author 
of  Unloving  Care:  The  Nursing  Home  Tragedy,  and 
has  written  numerous  articles  and  book  chapters  on 
health  policy,  health  care  finance,  and  health  poli- 
tics. He  is  a  member  of  the  board  of  directors  of 
the  New  York  City  Health  and  Hospitals  Corpora- 
tion, the  executive  committee  of  the  New  York 
Blood  Center,  the  advisory  committee  to  the 
Wagner  School  of  Public  Service  of  New  York 
University,  the  visiting  committee  of  the  School  of 
Management  and  Urban  Policy  of  the  New  York 
School  for  Social  Research,  and  the  Institute  of 
Medicine  of  the  National  Academy  of  Science.  He 
received  his  bachelor's  degree  in  government  from 
Harvard  College  and  M.A.  and  Ph.D.  degrees  in 
political  science  from  the  University  of  Michigan. 

Sankey  V.  Williams 

Sankey  V.  Williams  is  director  of  The  Robert 
Wood  Johnson  Foundation  Clinical  Scholars  Pro- 
gram at  the  University  of  Pennsylvania  and  serves 
as  acting  chief,  Section  of  General  Internal  Medi- 
cine. In  addition  to  these  responsibilities,  Dr. 
Williams  is  a  professor  of  medicine  at  the  University 
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of  Pennsylvania  and  professor  of  health  care  sys- 
tems at  the  university's  Wharton  School.  He  is 
also  associate  director  for  medical  affairs  in  the 
Wharton  School's  Leonard  Davis  Institute  of 
Health  Economics.  Dr.  Williams  is  an  associate  in 
the  Clinical  Epidemiology  Unit  of  the  university 
and  formerly  served  as  associate  director  for  clini- 
cal research  at  the  University  of  Pennsylvania's 
Center  for  the  Study  of  Aging.  He  is  also  chairman 
of  the  Health  Services  Research  Development  Sub- 
committee, the  Agency  for  Health  Care  Policy  and 
Research.  He  was  a  Henry  J.  Kaiser  Family  Foun- 
dation Faculty  Scholar  in  general  internal  medicine 


from  1981  to  1986.  Dr.  Williams  currently  serves 
as  an  associate  editor  of  the  Journal  of  General 
Internal  Medicine.  Certified  by  the  American  Board 
of  Internal  Medicine,  Dr.  Williams  has  published 
and  lectured  widely  in  many  fields,  including  med- 
ical decision  making,  physician  behavior,  and  hos- 
pital case-mix  management.  He  received  a  B.A. 
from  Princeton  University  and  an  M.D.  from  Har- 
vard Medical  School.  Dr.  Williams  completed  his 
internship  and  residency  in  medicine  at  the  Hospi- 
tal of  the  University  of  Pennsylvania  and  was  a 
Robert  Wood  Johnson  Foundation  Clinical  Scholar 
at  the  University. 


COMMISSION  STRUCTURE,  ASSIGNMENTS,  AND  MEETING  DATES 


Structure  and  Assignments 


Subcommittee  on  Data 
Development  and  Research 

The  subcommittee  is  charged  with  developing  and 
monitoring  the  Commission's  extramural  research 
agenda.  In  consultation  with  interested  persons  and 
experts,  the  subcommittee  identifies  research  ques- 
tions relevant  to  the  Commission's  responsibilities 
and  specifies  the  most  appropriate  analytic  means 
to  answer  those  questions.  In  addition,  the  sub- 
committee is  responsible  for  identifying  data  needs 
and  the  availability  of  data  sources  to  meet  these 
research  objectives.  The  subcommittee  presents 
options  and  recommendations  on  the  appropriate 
research  agenda  and  data  development  to  the 
Commission. 


Members 

Sankey  V.  Williams,  Chair 
James  D.  Bernstein 
William  D.  Fullerton 
Barbara  J.  McNeil 
J.B.  Silvers 
Bruce  C.  Vladeck 


Subcommittee  on  Hospital 
Productivity  and  Cost-Effectiveness 

The  subcommittee  is  charged  with  identifying 
and  examining  procedures  and  issues  related  to  the 
measurement  of  productivity  and  cost-effectiveness, 
including  an  examination  of  the  hospital  market 
basket  and  related  variations  in  the  provision  of 
hospital  services.  In  consultation  with  interested 
persons  and  experts,  the  subcommittee  will  ana- 
lyze issues  related  to  hospital  productivity  and 
cost-effectiveness  and  will  present  its  findings, 
including  options  and  recommendations,  to  the  full 
Commission. 


Members 

Bruce  C.  Vladeck,  Chair 
Richard  A.  Berman 
Curtis  C.  Erickson 
William  S.  Hoffman 
Kathryn  M.  Mershon 
Elliott  C.  Roberts,  Sr. 
Leonard  D.  Schaeffer 
Jack  K.  Shelton 


Subcommittee  on  Diagnostic 
and  Therapeutic  Practices 

The  subcommittee  is  charged  with  identifying 
and  examining  technological  and  scientific  ad- 
vances, changing  treatment  patterns,  and  quality  of 
care  issues.  The  subcommittee  is  also  responsible 
for  examining  the  safety,  efficacy,  and  relative 
cost-effectiveness  of  medical  and  surgical  proce- 
dures, services,  and  technologies  as  they  relate  to 
the  Commission's  primary  responsibilities.  In  con- 
sultation with  interested  persons  and  experts,  the 
subcommittee  will  analyze  issues  related  to  the 
assessment  of  new  and  existing  procedures,  ser- 
vices, and  technologies.  It  will  present  its  find- 
ings, including  options  and  recommendations,  to 
the  full  Commission. 


Members 

Barbara  J.  McNeil,  Chair 
James  D.  Bernstein 
William  D.  Fullerton 
Larry  L.  Mathis 
Donald  R.  Oder 
J.  Michael  Sadaj 
J.B.  Silvers 
Sankey  V.  Williams 
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ProPAC-PPRC 
Liaison  Subcommittee 

The  subcommittee  is  responsible  for  infor- 
mation exchange  and  coordination  of  the  work 
of  ProPAC  and  the  Physician  Payment  Review 
Commission  (PPRC).  The  subcommittee  will  iden- 
tify areas  of  mutual  or  overlapping  interest  and 
foster  staff  and  commission  collaboration  where 
appropriate. 


Members 

Richard  A.  Berman,  ProPAC,  Co-Chair 
Walter  McNerney,  PPRC,  Co-Chair 
John  M.  Eisenberg,  PPRC 
William  D.  Fullerton,  ProPAC 
Walter  B.  Maher,  PPRC 
Jack  K.  Shelton,  ProPAC 


Subcommittee  on  Data 
Development  and  Research 

April  26,  1990 
September  12,  1990 
December  12,  1990 

Subcommittee  on  Hospital 
Productivity  and  Cost-Effectiveness 

April  25,  1990 
June  12,  1990 
September  11,  1990 
October  23,  1990 
December  11,  1990 

Subcommittee  on  Diagnostic 
and  Therapeutic  Practices 

April  25,  1990 
June  12,  1990 
September  11,  1990 
October  23,  1990 
December  11,  1990 


Meeting  Dates 


ProPAC-PPRC  Liaison 
Subcommittee 

September  12,  1990 

Prospective  Payment 
Assessment  Commission 


April  25-26,  1990 
June  12-13,  1990 
September  11-12,  1990 
October  23-24,  1990 
December  11-12,  1990 
January  29-30,  1991 
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STATUTORY  MANDATE  OF  THE 
COMMISSION 

Congress  established  the  Prospective  Payment 
Assessment  Commission  (ProPAC)  in  Pub.  L. 
98-21  (the  Social  Security  Amendments  of  1983) 
on  April  20,  1983.  The  current  responsibilities  of 
ProPAC  are  set  forth  in  sections  1862(a)  and  1886 
of  the  Social  Security  Act.  Further  responsibilities 
are  set  forth  in  various  Acts  and  conference  re- 
ports. The  passages  of  the  relevant  legislative 
sources,  as  amended  through  1990,  follow. 

Section  1886(d)  of  the  Social  Security  Act 

(4)(C)(i)  The  Secretary  shall  adjust  the  classifi- 
cation and  weighting  factors  established  under  sub- 
paragraphs (A)  and  (B),  for  discharges  in  fiscal 
year  1988  and  at  least  annually  thereafter,  to  re- 
flect changes  in  treatment  patterns,  technology, 
and  other  factors  which  may  change  the  relative 
use  of  hospital  resources. 

(ii)  For  discharges  in  fiscal  year  1990,  the  Secre- 
tary shall  reduce  the  weighting  factor  for  each 
diagnosis-related  group  by  1.22  percent. 

(iii)  Any  such  adjustment  under  clause  (i)  for 
discharges  in  a  fiscal  year  (beginning  with  fiscal 
year  1991)  shall  be  made  in  a  manner  that  assures 
that  aggregate  payments  under  this  subsection  for 
discharges  in  the  fiscal  year  are  not  greater  or  less 
than  those  that  would  have  been  made  for  dis- 
charges in  the  year  without  such  adjustment. 

(iv)  The  Secretary  shall  include  recommenda- 
tions with  respect  to  adjustments  to  weighting 
factors  under  clause  (i)  in  the  annual  report  to 
Congress  required  under  subsection  (e)(3)(B). 

Section  1886(e)(2)  through  (6)  of  the  Social 
Security  Act 

(2)(A)  The  Director  of  the  Congressional  Office 
of  Technology  Assessment  (hereinafter  in  this  sub- 
section referred  to  as  the  "Director"  and  the  "Of- 
fice," respectively)  shall  provide  for  appointment 
of  a  Prospective  Payment  Assessment  Commission 
(hereinafter  in  this  subsection  referred  to  as  the 
"Commission"),  to  be  composed  of  independent 
experts  appointed  by  the  Director  (without  regard 
to  the  provisions  of  title  5,  United  States  Code, 
governing  appointments  in  the  competitive  ser- 


vice). The  Commission  shall  review  the  applicable 
percentage  increase  factor  described  in  subsection 
(b)(3)(B)  and  make  recommendations  to  the  [Con- 
gress] on  the  appropriate  percentage  change  which 
should  be  effected  for  hospital  inpatient  discharges 
under  subsections  (b)  and  (d)  for  fiscal  years  be- 
ginning with  fiscal  year  1986.  In  making  its  rec- 
ommendations, the  Commission  shall  take  into 
account  changes  in  the  hospital  market-basket 
described  in  subsection  (b)(3)(B),  hospital  produc- 
tivity, technological  and  scientific  advances,  the 
quality  of  health  care  provided  in  hospitals  (includ- 
ing the  quality  and  skill  level  of  professional 
nursing  required  to  maintain  quality  care),  and 
long-term  cost-effectiveness  in  the  provision  of 
inpatient  hospital  services. 

(B)  In  order  to  promote  the  efficient  and  effec- 
tive delivery  of  high-quality  health  care  services, 
the  Commission  shall,  in  addition  to  carrying  out 
its  functions  under  subparagraph  (A),  study  and 
make  recommendations  for  each  fiscal  year  regard- 
ing changes  in  each  existing  reimbursement  policy 
under  this  title  under  which  payments  to  an  institu- 
tion are  based  upon  prospectively  determined  rates 
and  the  development  of  new  institutional  reim- 
bursement policies  under  this  title,  including  rec- 
ommendations related  to  payments  during  such 
fiscal  year  under  the  prospective  payment  system 
established  under  this  section  for  determining  pay- 
ments for  the  operating  costs  of  inpatient  hospital 
services,  including  changes  in  the  number  of 
diagnosis-related  groups  used  to  classify  inpatient 
hospitals  discharges  under  subsection  (d),  adjust- 
ment to  such  groups  to  reflect  severity  of  illness, 
and  changes  in  the  methods  by  which  hospitals  are 
reimbursed  for  capital-related  costs,  together  with 
general  recommendations  on  the  effectiveness  and 
quality  of  health  care  delivery  systems  in  the  United 
States  and  the  effects  on  such  systems  of  institu- 
tional reimbursements  under  this  title. 

(C)  By  not  later  than  June  1  of  each  year,  the 
Commission  shall  submit  a  report  to  Congress 
containing  an  examination  of  issues  affecting  health 
care  delivery  in  the  United  States,  including  issues 
relating  to  - 

(i)  trends  in  health  care  costs; 

(ii)  the  financial  condition  of  hospitals  and  the 
effect  of  the  level  of  payments  made  to  hospitals 
under  this  title  on  such  condition; 
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(iii)  trends  in  the  use  of  health  care  services;  and 

(iv)  new  method  used  by  employers,  insurers, 
and  others  to  constrain  growth  in  health  care  costs. 

(3)  (A)  The  Commission  not  later  than  March  1, 
before  the  beginning  of  each  fiscal  year  (beginning 
with  fiscal  year  1989)  shall  report  its  recommenda- 
tions to  the  [Congress]  on  an  appropriate  change 
factor  which  should  be  used  for  inpatient  hospital 
services  in  that  fiscal  year,  together  with  its  general 
recommendations  under  paragraph  (2)(B)  regard- 
ing the  effectiveness  and  quality  of  health  care 
delivery  systems  in  the  United  States. 

(B)  The  Secretary,  not  later  than  April  1,  1987, 
for  fiscal  year  1988  and  not  later  than  March  1, 
before  the  beginning  of  each  fiscal  year  (beginning 
with  fiscal  year  1989),  shall  report  to  the  Congress 
the  Secretary's  initial  estimate  of  the  percentage 
change  that  the  Secretary  will  recommend  under 
paragraph  (4)  with  respect  to  that  fiscal  year. 

(4)  (A)  Taking  into  consideration  the  recommen- 
dations of  the  Commission,  the  Secretary  shall 
recommend  for  each  fiscal  year  (beginning  with 
fiscal  year  1988)  an  appropriate  change  factor  for 
inpatient  hospital  services  for  discharges  in  that 
fiscal  year  which  will  take  into  account  amounts 
necessary  for  the  effective  delivery  of  medically 
appropriate  and  necessary  care  of  high  quality.  The 
appropriate  change  factor  may  be  different  for  all 
large  urban  subsection  (d)  hospitals,  other  urban 
subsection  (d)  hospitals,  rural  subsection  (d)  hospi- 
tals, urban  subsection  (d)  Puerto  Rican  hospitals, 
rural  subsection  (d)  Puerto  Rican  hospitals,  and  all 
other  hospitals  and  units  not  paid  under  subsection 
(d),  and  may  vary  amount  such  other  hospitals  and 
units. 

(B)  In  addition  to  the  recommendation  made 
under  subparagraph  (A),  the  Secretary  shall,  tak- 
ing into  consideration  the  recommendations  of  the 
Commission  under  paragraph  (2)(B),  recommend 
for  each  fiscal  year  (beginning  with  fiscal  year 
1992)  other  appropriate  changes  in  each  existing 
reimbursement  policy  under  this  title  under  which 
payments  to  an  institution  are  based  upon  prospec- 
tively determined  rates. 

(5)  The  Secretary  shall  cause  to  have  published 
in  the  Federal  Register,  not  later  than  - 


(A)  the  May  1  before  each  fiscal  year  (beginning 
in  fiscal  year  1986),  the  Secretary's  proposed  rec- 
ommendations under  paragraph  (4)  for  the  fiscal 
year  for  public  comment,  and 

(B)  the  September  1  before  such  fiscal  year  after 
such  consideration  of  public  comment  on  the  pro- 
posal as  is  feasible  in  the  time  available,  the 
Secretary's  final  recommendations  under  such  para- 
graph for  that  year. 

The  Secretary  shall  include  in  the  publication 
referred  to  in  subparagraph  (A)  for  a  fiscal  year  the 
report  of  the  Commission's  recommendations  sub- 
mitted under  paragraph  (3)  for  that  fiscal  year.  To 
the  extent  that  the  Secretary's  recommendations 
under  paragraph  (4)  differ  from  the  Commission's 
recommendations  for  the  fiscal  year,  the  Secretary 
shall  include  in  the  publication  referred  to  in  sub- 
paragraph (A)  an  explanation  of  the  Secretary's 
grounds  for  not  following  the  Commission's  recom- 
mendations. 

(6)(A)  The  Commission  shall  consist  of  17  indi- 
viduals. Members  of  the  Commission  shall  first  be 
appointed  no  later  than  April  1,  1984,  for  a  term  of 
three  years,  except  that  the  Director  may  provide 
initially  for  such  shorter  terms  as  will  insure  that 
(on  a  continuing  basis)  the  terms  of  no  more  than 
seven  members  may  expire  in  any  one  year. 

(B)  The  membership  of  the  Commission  shall 
include  individuals  with  national  recognition  for 
their  expertise  in  health  economics,  hospital  reim- 
bursement, hospital  financial  management,  and 
other  related  fields,  who  provide  a  mix  of  different 
professionals,  broad  geographic  representation,  and 
a  balance  between  urban  and  rural  representatives, 
including  physicians  and  registered  professional 
nurses,  employers,  third  party  payers,  individuals 
skilled  in  the  conduct  and  interpretation  of  bio- 
medical, health  services,  and  health  economics 
research  and  individuals  having  expertise  in  the 
research  and  development  of  technological  and 
scientific  advances  in  health  care. 

(C)  Subject  to  such  review  as  the  Office  deems 
necessary  to  assure  the  efficient  administration  of 
the  Commission,  the  Commission  may 

( i  s  employ  and  fix  the  compensation  of  an  Exec- 
utive Director  (subject  to  the  approval  of  the  Direc- 
tor of  the  Office)  and  such  other  personnel  (not  to 
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exceed  25)  as  may  be  necessary  to  carry  out  its 
duties  (without  regard  to  the  provisions  of  the  title 
5,  United  States  Code,  governing  appointments  in 
the  competitive  service); 

(ii)  seek  such  assistance  and  support  as  may  be 
required  in  the  performance  of  its  duties  from 
appropriate  Federal  departments  and  agencies; 

(iii)  enter  into  contracts  or  make  other  arrange- 
ments, as  may  be  necessary  for  the  conduct  of  the 
work  of  the  Commission  (without  regard  to  section 
3709  of  the  Revised  Statutes  (41  U.S.C.  5)); 

(iv)  make  advance,  progress,  and  other  pay- 
ments which  relate  to  the  work  of  the  Commission; 

(v)  provide  transportation  and  subsistence  for 
persons  serving  without  compensation;  and 

(vi)  prescribe  such  rules  and  regulations  as  it 
deems  necessary  with  respect  to  the  internal  orga- 
nization and  operation  of  the  Commission. 

Section  10(a)(1)  of  the  Federal  Advisory  Com- 
mittee Act  shall  not  apply  to  any  portion  of  a 
Commission  meeting  if  the  Commission,  by  ma- 
jority vote,  determines  that  such  portion  of  such 
meeting  should  be  closed. 

(D)  While  serving  on  the  business  of  the  Com- 
mission (including  travel-time),  a  member  of  the 
Commission  shall  be  entitled  to  compensation  at 
the  per  diem  equivalent  of  the  rate  provided  for 
level  IV  of  the  Executive  Schedule  under  section 
5315  of  title  5,  United  States  Code;  and  while  so 
serving  away  from  home  and  his  regular  place  of 
business,  a  member  may  be  allowed  travel  ex- 
penses, as  authorized  by  the  Chairman  of  the 
Commission.  Physicians  serving  as  personnel  of 
the  Commission  may  be  provided  a  physician  com- 
parability allowance  by  the  Commission  in  the 
same  manner  as  Government  physicians  may  be 
provided  such  an  allowance  by  an  agency  under 
section  5948  of  title  5,  United  States  Code,  and  for 
such  purpose  subsection  (i)  of  such  section  shall 
apply  to  the  Commission  in  the  same  manner  as  it 
applies  to  the  Tennessee  Valley  Authority.  For 
purposes  of  pay  (other  than  pay  of  members  of  the 
Commission)  and  employment  benefits,  rights,  and 
privileges,  all  personnel  of  the  Commission  shall 


be  treated  as  if  they  were  employees  of  the  United 
States  Senate. 

(E)  In  order  to  identify  medically  appropriate 
patterns  of  health  resources  use  in  accordance  with 
paragraph  (2),  the  Commission  shall  collect  and 
assess  information  on  medical  and  surgical  proce- 
dures and  services,  including  information  on  re- 
gional variations  of  medical  practice  and  lengths  of 
hospitalization  and  on  other  patient-care  data,  giv- 
ing special  attention  to  treatment  patterns  for  con- 
ditions which  appear  to  involve  excessively  costly 
or  inappropriate  services  not  adding  to  the  quality 
of  care  provided.  In  order  to  assess  the  safety, 
efficacy,  and  cost-effectiveness  of  new  and  exist- 
ing medical  and  surgical  procedures,  the  Commis- 
sion shall,  in  coordination  to  the  extent  possible 
with  the  Secretary,  collect  and  assess  factual  infor- 
mation, giving  special  attention  to  the  needs  of 
updating  existing  diagnosis-related  groups,  estab- 
lishing new  diagnosis-related  groups,  and  making 
recommendations  on  relative  weighting  factors  for 
such  groups  to  reflect  appropriate  differences  in 
resource  consumption  in  delivering  safe,  effica- 
cious, and  cost-effective  care.  In  collecting  and 
assessing  information,  the  Commission  shall  - 

(i)  utilize  existing  information,  both  published 
and  unpublished,  where  possible,  collected  and 
assessed  either  by  its  own  staff  or  under  other 
arrangements  made  in  accordance  with  this  para- 
graph; 

(ii)  carry  out,  award  grants  or  contracts  for, 
original  research  and  experimentation,  including 
clinical  research,  where  existing  information  is 
inadequate  for  the  development  of  useful  and  valid 
guidelines  by  the  Commission;  and 

(iii)  adopt  procedures  allowing  any  interested 
party  to  submit  information  with  respect  to  medical 
and  surgical  procedures  and  services  (including 
new  practices,  such  as  the  use  of  new  technologies 
and  treatment  modalities),  which  information  the 
Commission  shall  consider  in  making  reports  and 
recommendations  to  the  Secretary  and  Congress. 

(F)  The  Commission  shall  have  access  to  such 
relevant  information  and  data  as  may  be  available 
from  appropriate  Federal  agencies  and  shall  assure 
that  its  activities,  especially  the  conduct  of  original 
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research  and  medical  studies,  are  coordinated  with 
the  activities  of  Federal  agencies. 

(G)  (i)  The  Office  shall  have  unrestricted  access 
to  all  deliberations,  records,  and  data  of  the  Com- 
mission, immediately  upon  its  request. 

(ii)  In  order  to  carry  out  its  duties  under  this 
paragraph,  the  Office  is  authorized  to  expend  rea- 
sonable and  necessary  funds  as  mutually  agreed 
upon  by  the  Office  and  the  Commission.  The 
Office  shall  be  reimbursed  for  such  funds  by  the 
Commission  from  the  appropriations  made  with 
respect  to  the  Commission. 

(H)  The  Commission  shall  be  subject  to  periodic 
audit  by  the  General  Accounting  Office. 

(I)  (i)  There  are  authorized  to  be  appropriated 
such  sums  as  may  be  necessary  to  carry  out  the 
provision  of  this  paragraph. 

(ii)  Eighty-five  percent  of  such  appropriation 
shall  be  payable  from  the  Federal  Hospital  Insurance 
Trust  Fund,  and  15  percent  of  such  appropriation 
shall  be  payable  from  the  Federal  Supplementary 
Medical  Insurance  Trust  Fund. 

(J)  The  Commission  shall  submit  requests  for 
appropriations  in  the  same  manner  as  the  Office 
submits  requests  for  appropriations, but  amounts 
appropriated  for  the  Commission  shall  be  separate 
from  amounts  appropriated  for  the  Office. 

Section  1862(a)  of  the  Social  Security  Act 

(a)  Notwithstanding  any  other  provision  of  this 
title,  no  payment  may  be  made  under  part  A  or 
part  B  for  any  expenses  incurred  for  items  or 
services  - 

(1)(A)  which,  except  for  items  and  services 
described  in  subparagraph  (B),  (C),  or  (D),  are  not 
reasonable  and  necessary  for  the  diagnosis  or  treat- 
ment of  illness  or  injury  or  to  improve  the  func- 
tioning of  a  malformed  body  member, 

(B)  in  the  case  of  items  and  services  described 
in  section  1861(s)(10),  which  are  not  reasonable 
and  necessary  for  the  prevention  of  illness, 

(C)  in  the  case  of  hospice  care,  which  are  not 
reasonable  and  necessary  for  the  palliation  or  man- 
agement of  terminal  illness, 


(D)  in  the  case  of  clinical  care  items  and  ser- 
vices provided  with  the  concurrence  of  the  Secretary 
and  with  respect  to  research  and  experimentation 
conducted  by,  or  under  contract  with,  the  Prospec- 
tive Payment  Assessment  Commission  or  the  Sec- 
retary, which  are  not  reasonable  and  necessary  to 
carry  out  the  purposes  of  section  1886(e)(6),  .  .  . 

Section  1135(d)  of  the  Social  Security  Act 

(6)  (A)  The  Secretary  shall  develop  a  model 
system  for  payment  for  outpatient  hospitals  ser- 
vices other  than  ambulatory  surgery. 

(B)  The  Secretary  shall  submit  a  report  to  Con- 
gress on  the  model  payment  system  under  subpara- 
graph (A)  by  January  1,  1991. 

(7)  The  Secretary  shall  solicit  the  view  of  the 
Prospective  Payment  Assessment  Commission  in 
developing  the  systems  under  paragraphs  (1)  and 
(6)  and  shall  include  in  the  Secretary's  reports 
under  this  subsection  any  views  the  Commission 
may  submit  with  respect  to  such  systems. 

Section  9114  of  the  Consolidated  Omnibus 
Budget  Reconciliation  Act  of  1985,  Pub.  L. 
99-272 

(a)  Disclosure  of  Information.  -  The  Secretary 
of  Health  and  Human  Services  shall  make  available 
to  the  Prospective  Payment  Assessment  Commis- 
sion, the  Congressional  Budget  Office,  and  the 
Congressional  Research  Service  the  most  current 
information  on  the  payments  being  made  under 
section  1886  of  the  Social  Security  Act  to  individ- 
ual hospitals.  Such  information  shall  be  made 
available  in  a  manner  that  permits  examination  of 
the  impact  of  such  section  on  such  hospitals. 

(b)  Confidentiality.  -  Information  disclosed  un- 
der subsection  (a)  shall  be  treated  as  confidential 
and  shall  not  be  subject  to  further  disclosure  in  a 
manner  that  permits  the  identification  of  individual 
hospitals. 

Section  6003(i)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1989,  Pub.  L.  101-239 
Legislative  Proposal  Eliminating  Separate 
Average  Standardized  Amounts 

(1)  In  General.  -  The  Secretary  of  Health  and 
Human  Services  (hereafter  referred  to  as  the 
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"Secretary")  shall  design  a  legislative  proposal 
eliminating  the  system  of  determining  separate 
standardized  amounts  for  subsection  (d)  hospitals 
(as  defined  in  section  1886(d)(1)(B)  of  the  Social 
Security  Act)  classified  as  being  located  in  large 
urban,  other  urban,  or  rural  areas  under  section 
1886(d)(2)(D)  of  such  Act,  and  shall  include  in 
such  proposal  the  following  - 

(A)  A  transition  period  beginning  in  fiscal  year 
1992  during  which  a  single  rate  for  determining 
payment  to  hospitals  in  all  areas  shall  be  phased  in 
which  such  single  rate  to  be  completely  in  effect 
by  fiscal  year  1995. 

(B)  Recommendations,  where  appropriate,  for 
modifying  or  maintaining  additional  payments  or 
adjustments  under  title  XVIII  of  the  Social  Secu- 
rity Act  for  teaching  hospitals,  rural  referral  cen- 
ters, sole  community  hospitals,  disproportionate 
share  hospitals,  and  outlier  cases,  and  for  creating 
additional  payments  or  adjustments  where  deemed 
appropriate  by  the  Secretary. 

(C)  Recommendations  with  respect  to  recalculat- 
ing standardized  amounts  to  reflect  information 
from  more  recent  cost  reporting  periods. 

(D)  Recommendations,  where  appropriate,  for 
modifying  reimbursement  for  hospitals  that  are  not 
subsection  (d)  hospitals  under  title  XVIII  of  such 
Act. 

(E)  A  recommendation  for  a  methodology  to 
reflect  the  severity  of  illness  of  different  patients 
within  the  same  diagnosis  related  group  (as  deter- 
mined in  section  1886(d)(4)(B)  of  such  Act). 

(2)  Report  to  Congress  and  ProPAC.  -  (A)  Not 
later  than  October  1,  1990,  the  Secretary  shall 
submit  the  proposal  described  in  paragraph  (1)  and 
an  accompanying  analysis  of  the  impact  of  the 
proposed  elimination  of  separate  average  standard- 
ized amounts  on  various  categories  of  hospitals  to 
Congress  and  the  Prospective  Payment  Assessment 
Commission. 

(B)  Not  later  than  February  1,  1991,  the  Pro- 
spective Payment  Assessment  Commission  and  the 
Director  of  the  Congressional  Budget  Office  shall 
each  prepare  and  submit  to  Congress  a  report 
analyzing  the  legislative  proposal  submitted  under 
subparagraph  (A),  and  shall  include  in  such  report 


an  analysis  of  the  probable  impact  of  such  legisla- 
tion on  hospitals  participating  in  the  Medicare 
program. 

Section  6011  of  the  Omnibus  Budget 
Reconciliation  Act  of  1989,  Pub.  L.  101-239 
Pass  Through  Payments  for  Hemophilia 
Inpatients 

(a)  Pass  Through  Payment  for  Hemophilia  Inpa- 
tients. -  The  second  sentence  of  section  1886(a)(4) 
of  the  Social  Security  Act  ...  is  amended  to  read 
as  follows  - 

For  purposes  of  this  section,  the  term  "operat- 
ing cost  of  inpatient  hospital  services"  .  .  .  does 
not  include  .  .  .  costs  with  respect  to  administering 
blood  clotting  factors  to  individual  with  hemophilia. 

(b)  Determining  Payment  Amount.  -  The  Secre- 
tary of  Health  and  Human  Services  shall  determine 
the  amount  of  payment  made  to  hospitals  under 
part  A  of  title  XVIII  of  the  Social  Security  Act  for 
the  costs  of  administering  blood  clotting  factors  to 
individuals  with  hemophilia  by  multiplying  a  pre- 
determined price  per  unit  of  blood  clotting  factor 
(determined  in  consultation  with  the  Prospective 
Payment  Assessment  Commission)  by  the  number 
of  units  provided  to  the  individual. 

(c)  Recommendations  on  Payments.  -  The  Pro- 
spective Payment  Assessment  Commission  and  the 
Health  Care  Financing  Administration  shall  de- 
velop recommendations  with  respect  to  payments 
under  part  A  of  title  XVIII  of  the  Social  Security 
Act  for  the  cost  of  administering  blood  clotting 
factors  to  individuals  with  hemophilia,  and  shall 
submit  such  recommendations  to  Congress  not 
later  than  1 8  months  after  the  date  of  enactment  of 
this  Act. 

(d)  Effective  Date.  -  The  amendment  made  by 
paragraph  (1)  shall  apply  with  respect  to  items 
furnished  6  months  after  the  date  of  enactment  of 
this  Act  and  shall  expire  2  years  after  the  date  of 
enactment  of  this  Act. 

Section  6137  of  the  Omnibus  Budget 
Reconciliation  Act  of  1989,  Pub.  L.  101-239 
ProPAC  Study  of  Payments  for  Services  in 
Hospital  Outpatient  Departments 

(a)  In  General.  -  The  Prospective  Payment  As- 
sessment Commission  shall  conduct  a  study  and 
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submit  a  report  to  Congress  by  no  later  than  July 
1,  1990,  on  payment  under  title  XVIII  of  the 
Social  Security  Act  for  hospital  outpatient  ser- 
vices. Such  study  shall  include  an  examination  of  - 

(1)  the  sources  of  growth  in  spending  for 
hospital  outpatient  services; 

(2)  the  differences  between  the  costs  of  deliv- 
ering services  in  a  hospital  outpatient  department 
as  opposed  to  providing  similar  services  in  other 
appropriate  settings  (including  ambulatory  surgery 
centers  and  physician  offices); 

(3)  the  effects  on  outpatient  hospital  costs  of 
the  step-down  method  used  to  allocate  hospital 
capital  between  inpatient  and  outpatient  depart- 
ments and  the  extent  to  which  hospital  outpatient 
costs  were  affected  by  the  implementation  of  the 
prospective  payment  system  of  payment  for  inpa- 
tient hospital  services  and  by  increased  review  of 
such  services  by  peer  review  organizations;  and 

(4)  alternative  methods  for  reimbursing  hospi- 
tals for  services  in  outpatient  departments  under 
the  Medicare  program,  including  prospective  pay- 
ment methods,  fee  schedules,  and  other  such  meth- 
ods as  the  Commission  may  consider  appropriate. 

(b)  Reports.  -  (1)  By  not  later  than  July  1, 
1990,  the  Commission  shall  submit  a  report  to 
Congress  on  the  study  conducted  under  section  (a) 
with  respect  to  the  portions  of  the  study  described 
in  paragraphs  (1),  (2),  and  (3)  of  such  subsection, 
and  shall  include  in  the  report  such  recommenda- 
tions as  the  Commission  deems  appropriate. 

(2)  By  not  later  than  March  1,  1991,  the  Com- 
mission shall  submit  a  report  to  Congress  on  the 
study  conducted  under  section  (a)  with  respect  to 
the  portions  of  the  study  described  in  paragraph 
(4),  and  shall  include  such  recommendations  as  the 
Commission  deems  appropriate. 

Section  4002(d)(2)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
Study  of  the  Area  Wage  Index  Adjustments 
on  Professional  Occupational  Component 

(A)  Study.  -  The  Prospective  Payment  Assess- 
ment Commission  shall  examine  available  data 
from  States  and  other  sources  measuring  earnings 
and  paid  hours  of  employment  of  hospital  workers 


by  occupational  category,  and  shall  include  in  such 
examination  an  analysis  of  the  impact  of  variation 
in  occupational  mix  on  the  computation  of  the  area 
wage  index  determined  under  section  1886(d)(3(E) 
of  the  Social  Security  Act. 

(B)  Report  to  Congress.  -  In  its  March  1991 
report,  the  Commission  shall  include  recommenda- 
tions regarding  the  feasibility  and  desirability  of 
modifying  such  area  wage  index  to  take  into  ac- 
count occupational  mix,  including  variations  in 
occupational  mix  resulting  from  differences  in  State 
codes  and  requirements. 

Section  4002(g)(4)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
ProPAC  Study  of  Medicaid  Payments  to 
Hospitals 

(A)  Study.  -  The  Commission  shall  conduct  a 
study  of  hospital  payment  rates  under  State  plans 
for  medical  assistance  under  title  XIX  of  the  Social 
Security  Act,  and  shall  specifically  examine  in 
such  study  the  relationship  between  payments  un- 
der such  plans  and  payments  made  to  hospitals 
under  title  XVIII  of  such  Act,  and  the  financial 
condition  of  hospitals  receiving  payments  under 
such  plans,  with  particular  attention  to  hospitals  in 
urban  areas  which  treat  large  number  of  individuals 
eligible  for  medical  assistance  under  title  XIX  of 
such  Act  and  other  low-income  individuals. 

(B)  Report.  -  By  not  later  than  October  1,  1991, 
the  Commission  shall  submit  a  report  to  Congress 
on  the  study  conducted  under  subparagraph  (A) 
and  shall  include  in  such  report  such  recommenda- 
tions relating  to  requirements  for  payments  to 
hospitals  under  title  XIX  of  such  Act  as  the 
Commission  deems  appropriate. 

Section  4005(b)  of  the  of  the  Omnibus 
Budget  Reconciliation  Act  of  1990, 
Pub.  L.  101-  508 

Development  of  National  Prospective 
Payment  Rates  for  Current  Non-PPS 
Hospitals 

(1)  Development  of  Proposals.  -  The  Secretary 
of  Health  and  Human  Services  shall  develop  a 
proposal  to  modify  the  current  system  under  which 
hospitals  that  are  not  subsection  (d)  hospitals  (as 
defined  in  section  1886(d)(1)(B)  of  the  Social 
Security  Act)  receive  payment  for  the  operating 
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and  capital-related  costs  of  inpatient  hospital  ser- 
vices under  part  A  of  the  Medicare  program  or  a 
proposal  to  replace  such  system  with  a  system 
under  which  such  payments  would  be  made  on  the 
basis  of  nationally-determined  average  standardized 
amounts.  In  developing  any  proposal  under  this 
paragraph  to  replace  the  current  system  with  a 
prospective  payment  system,  the  Secretary  shall  - 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program; 

(B)  provide  for  adjustments  to  prospectively  de- 
termined rates  to  account  for  changes  in  a  hospi- 
tal's case  mix,  severity  of  illness  of  patients, 
volume  of  cases,  and  the  development  of  new 
technologies  and  standards  of  medical  practice; 

(C)  take  into  consideration  the  need  for  increase 
in  payment  otherwise  made  under  such  system  in 
the  case  of  services  provided  to  patients  whose 
length  of  stay  or  costs  of  treatment  greatly  exceed 
the  length  of  stay  or  cost  of  treatment  provided  for 
under  the  applicable  prospectively  determined  pay- 
ment rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  disproportionate  share  of  low- 
income  patients,  costs  related  to  graduate  medical 
education  programs,  differences  in  wages  and 
wage-related  costs  among  hospitals  located  in  vari- 
ous geographic  areas,  and  other  factors  the  Secre- 
tary considers  appropriate;  and 

(E)  provide  for  appropriate  allocation  of  operat- 
ing and  capital-related  costs  of  hospitals  not  sub- 
ject to  the  new  prospective  payment  system  and 
distinct-part  units  of  such  hospitals  that  would  be 
paid  under  such  system. 

(2)  Report.  -  (A)  By  not  later  than  April  1, 
1992,  the  Secretary  shall  submit  the  proposal  de- 
veloped under  paragraph  (1)  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  of  the  House  of  Representatives. 

(B)  By  not  later  than  June  1,  1992,  the  Prospec- 
tive Payment  Assessment  Commission  shall  submit 
an  analysis  of  and  comments  on  the  proposals 
developed  under  paragraph  (1)  to  the  Committee 
on  Finance  of  the  Senate  and  the  Committee  on 
Ways  and  Means  of  the  House  of  Representatives. 


Section  4008(k)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
Prospective  Payment  System  for  Skilled 
Nursing  Facilities 

(1)  Development  of  Proposal.  -  The  Secretary 
of  Health  and  Human  Services  shall  develop  a 
proposal  to  modify  the  current  system  under  which 
skilled  nursing  facilities  receive  payment  for  ex- 
tended care  services  under  part  A  of  the  Medicare 
program  or  a  proposal  to  replace  such  system  with 
a  system  under  which  such  payments  would  be 
made  on  the  basis  of  prospectively  determined 
rates.  In  developing  any  proposal  under  this  para- 
graph to  replace  the  current  system  with  a  prospec- 
tive payment  system,  the  Secretary  shall  - 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program  without  jeopardizing 
access  to  extended  care  services  for  individuals 
unable  to  care  for  themselves; 

(B)  provide  for  adjustments  to  prospectively  de- 
termined rates  to  account  for  changes  in  a  facility's 
case  mix,  volume  of  cases,  and  the  development  of 
new  technologies  and  standards  of  medical  practice; 

(C)  take  into  consideration  the  need  to  increase 
the  payment  otherwise  made  under  such  system  in 
the  case  of  services  provided  to  patients  whose 
length  of  stay  or  costs  of  treatment  provided  for 
under  the  applicable  prospectively  determined  pay- 
ment rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  a  disproportionate  share  of  low- 
income  patients,  differences  in  wages  and  wage- 
related  costs  among  facilities  located  in  various 
geographic  areas,  and  other  factors  the  Secretary 
considers  appropriate;  and 

(E)  take  into  consideration  the  appropriateness 
of  classifying  patients  and  payments  upon  func- 
tional disability,  cognitive  impairment,  and  other 
patient  characteristics. 

(2)  Reports.  -  (A)  By  not  later  than  April  1, 
1991,  the  Secretary  (acting  through  the  Adminis- 
trator of  the  Health  Care  Financing  Administra- 
tion) shall  submit  any  research  studies  to  be  used 
in  developing  the  proposal  under  paragraph  (1)  to 
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the  Committee  on  Finance  of  the  Senate  and  the 
Committee  on  Ways  and  Means  of  the  House  of 
Representatives. 

(B)  By  not  later  than  September  1,  1991,  the 
Secretary  shall  submit  the  proposal  developed  un- 
der paragraph  (1)  to  the  Committee  on  Finance  of 
the  Senate  and  the  Committee  on  Ways  and  Means 
of  the  House  of  Representatives. 

(C)  By  not  later  than  March  1,  1992,  the  Pro- 
spective Payment  Assessment  Commission  shall 
submit  an  analysis  of  and  comments  on  the  pro- 
posal developed  under  paragraph  (1)  to  the  Com- 
mittee on  Fiance  of  the  Senate  and  the  Committee 
on  Ways  and  Means  of  the  House  of  Representatives. 

Section  4151(b)(2)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
Prospective  Payment  System  for  Hospital 
Outpatient  Services 

(A)  Development  of  Proposal.  -  The  Secretary 
of  Health  and  Human  Services  shall  develop  a 
proposal  to  replace  the  current  system  under  which 
payment  is  made  for  hospital  outpatient  services 
under  title  XVIII  of  the  Social  Security  Act  with  a 
system  under  which  such  payments  would  be  made 
on  the  basis  of  prospectively  determined  rates.  In 
developing  any  proposal  under  this  paragraph,  the 
Secretary  shall  consider  - 

(i)  the  need  to  provide  for  appropriate  limits  on 
increases  in  expenditures  under  the  Medicare 
program; 

(ii)  the  need  to  adjust  prospectively  determined 
rates  to  account  for  changes  in  a  hospital's  outpa- 
tient case  mix,  severity  of  illness  of  patients, 
volume  of  cases,  and  the  development  of  new 
technologies  and  standards  of  medical  practice; 

(iii)  providing  hospitals  with  incentives  to  con- 
trol the  costs  of  providing  outpatient  services; 

(iv)  the  feasibility  and  appropriateness  of  includ- 
ing payment  for  outpatient  services  not  currently 
paid  on  a  cost-related  basis  under  the  Medicare 
program  (including  clinical  diagnostic  laboratory 
tests  and  dialysis  services)  in  the  system; 

(v)  the  need  to  increase  payments  under  the 
system  to  hospitals  that  treat  a  disproportionate 


share  of  low-income  patients,  teaching  hospitals, 
and  hospitals  located  in  geographic  areas  with  high 
wages  and  wage-related  costs; 

(vi)  the  feasibility  and  appropriateness  of  bund- 
ling services  into  larger  units,  such  as  episodes  or 
visits,  in  establishing  the  basic  unit  for  making 
payments  under  the  systems;  and 

(vii)  the  feasibility  and  appropriateness  of  vary- 
ing payments  under  the  system  on  the  basis  of 
whether  services  are  provided  in  a  free-standing  or 
hospital-based  facility. 

(B)  Reports.  -  (i)  By  not  later  than  January  1, 
1991,  the  Administrator  of  the  Health  Care  Fi- 
nancing Administration  shall  submit  research  find- 
ings relating  to  prospective  payments  for  hospital 
outpatient  services  to  the  Committee  on  Finance  of 
the  Senate  and  the  Committee  on  Ways  and  Means 
and  Energy  and  Commerce  of  the  House  of 
Representatives. 

(ii)  By  not  later  than  September  1,  1991,  the 
Secretary  shall  submit  the  proposal  developed  un- 
der subparagraph  (A)  to  such  Committees. 

(iii)  By  not  later  than  March  1,  1992,  the 
Prospective  Payment  Assessment  Commission  shall 
submit  an  analysis  of  and  comments  on  the  pro- 
posal developed  under  subparagraph  (A)  to  such 
Committees. 

Section  4201(b)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
ProPAC  Study  of  ESRD  Composite  Rates 

(1)  In  General.  -  (A)  Study.  -  The  Prospective 
Payment  Assessment  Commission  (in  this  subsec- 
tion referred  to  as  the  "Commission")  shall  con- 
duct a  study  to  determine  the  costs  and  services 
and  profits  associated  with  various  modalities  of 
dialysis  treatments  provided  to  end-stage  renal  dis- 
ease patients  provided  under  title  XVIII  of  the 
Social  Security  Act. 

(B)  Recommendations.  -  Based  on  information 
collected  for  the  study  described  in  subparagraph 
(A),  the  Commission  shall  make  recommendations 
to  Congress  regarding  the  method  or  methods  and 
the  levels  at  which  the  payments  made  for  the 
facility  component  of  dialysis  services  by  providers 
of  service  and  renal  dialysis  facilities  under  title 
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XVIII  of  the  Social  Security  Act  should  be  estab- 
lished for  dialysis  services  furnished  during  fiscal 
year  1993  and  the  methodology  to  be  used  to 
update  such  payments  for  subsequent  fiscal  years. 
In  making  recommendations  concerning  the  appro- 
priate methodology  the  Commission  shall  consider  - 

(1)  hemodialysis  and  other  modalities  of  treat- 
ment, 

(ii)  the  appropriate  services  to  be  included  in 
such  payments, 

(iii)  the  adjustment  factors  to  be  incorporated 
including  facility  characteristics,  such  as  hospital 
versus  free-standing  facilities,  urban  versus  rural, 
size  and  mix  of  services, 

(iv)  adjustments  for  labor  and  non-labor  costs, 

(v)  comparative  profit  margins  for  all  types  of 
renal  dialysis  providers  of  service  and  renal  dialy- 
sis facilities, 

(vi)  adjustments  for  patient  complexity,  such  as 
age,  diagnosis,  case  mix,  and  pediatric  services, 
and 

(vii)  efficient  costs  related  to  high  quality  of 
care  and  positive  outcomes  for  all  treatment 
modalities. 

(2)  Report.  -  Not  later  than  June  1,  1992,  the 
Commission  shall  submit  a  report  to  the  Commit- 
tee on  Finance  of  the  Senate,  and  the  Committees 
on  Ways  and  Means  and  Energy  and  Commerce  of 
the  House  of  Representatives  on  the  study  con- 
ducted under  paragraph  (1)(A)  and  shall  include  in 
the  report  the  recommendations  described  in  para- 
graph (1)(B),  taking  into  account  the  factors  de- 
scribed in  paragraph  (1)(B). 

(3)  Annual  Report.  -  The  Commission,  not  later 
than  March  1,  before  the  beginning  of  each  fiscal 
year  (beginning  with  fiscal  year  1993)  shall  report 
its  recommendations  to  the  Committee  on  Finance 
of  the  Senate  and  the  Committees  on  Ways  and 
Means  and  Energy  and  Commerce  of  the  House  of 
Representatives  on  an  appropriate  change  factor 
which  should  be  used  for  updating  payments  for 


services  rendered  in  that  fiscal  year.  The  Commis- 
sion in  making  such  report  to  Congress  shall  con- 
sider conclusions  and  recommendations  available 
from  the  Institute  of  Medicine. 

Section  4206(c)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
Development  of  Prospective  Payment  System 
for  Home  Health  Services 

(1)  Development  of  Proposal.  -  The  Secretary 
of  Health  and  Human  Services  shall  develop  a 
proposal  to  modify  the  current  system  under  which 
payment  is  made  for  home  health  services  under 
title  XVIII  of  the  Social  Security  Act  or  a  proposal 
to  replace  such  system  with  a  system  under  which 
such  payments  would  be  made  on  the  basis  of 
prospectively  determined  rates.  In  developing  any 
proposal  under  this  paragraph  to  replace  the  cur- 
rent system  with  a  prospective  payment  system,  the 
Secretary  shall  - 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program; 

(B)  provide  for  adjustments  to  prospectively  de- 
termined rates  to  account  for  changes  in  a  provid- 
er's case  mix,  severity  of  illness  of  patients,  vol- 
ume of  cases,  and  the  development  of  new 
technologies  and  standards  of  medical  practice; 

(C)  take  into  consideration  the  need  to  increase 
the  payment  otherwise  made  under  such  system  in 
the  case  of  services  provided  to  patients  whose 
length  of  treatment  or  costs  of  treatment  greatly 
exceed  the  length  or  cost  of  treatment  provided  for 
under  the  applicable  prospectively  determined  pay- 
ment rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  differences  in  wages  and  wage- 
related  costs  among  agencies  located  in  various 
geographic  areas  and  other  factors  the  Secretary 
considers  appropriate;  and 

(E)  analyze  the  feasibility  and  appropriateness 
of  establishing  the  episode  of  illness  as  the  basic 
unit  for  making  payments  under  the  system. 
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(2)  Reports.  -  (A)  By  not  later  than  April  1, 
1993,  the  Secretary  of  Health  and  Human  Services 
shall  submit  the  research  findings  upon  which  the 
proposal  described  in  paragraph  (1)  shall  be  based 
to  the  Committee  on  Finance  of  the  Senate  and  the 
Committee  on  Ways  and  Means  of  the  House  of 
Representatives. 

(B)  By  not  later  than  September  1,  1993,  the 
Secretary  shall  submit  the  proposal  developed  un- 
der paragraph  (1)  to  the  Committee  on  Finance  of 
the  Senate  and  the  Committee  on  Ways  and  Means 
of  the  House  of  Representatives. 

(C)  By  not  later  than  March  1,  1994,  the  Pro- 
spective Payment  Assessment  Commission  shall 
submit  an  analysis  of  and  comments  on  the  pro- 
posal developed  under  paragraph  (1)  to  the  Com- 
mittee on  Finance  of  the  Senate  and  the  Committee 
on  Ways  and  Means  of  the  House  of  Representatives. 

H.R.  Rep.  No.  964,  101st  Cong.,  1st  Sess. 
(1990) 

(Report  of  the  Committee  of  Conferees, 
Pub.  L.  101-508) 

In  performing  this  function  [developing  and 
modification  of  reimbursement  policies],  the  con- 
ferees intend  that  ProPAC  would  include  in  its 
analysis  and  recommendations,  proposals  for 
changes  in  policies  regarding:  (1)  payment  for 
inner-city  hospitals,  including  appropriate  recogni- 
tion of  bad  debt  and  charity  care  costs;  (2)  payment 
for  rural  hospitals  including  recommendations  on 
appropriate  responses  to  issues  affecting  access  to 
health  care  services  in  rural  areas;  and  (3)  poli- 
cies which  help  constrain  the  costs  of  health 
care  to  employers,  including  changes  in  Medicare 
and  its  payment  policies  which  may  affect  other 
payers. 


S.R.  Rep  No.  516,  101st  Cong.,  2nd  Sess. 
(1990) 

(Report  of  the  Senate  Committee  on  Appropria- 
tions, H.R.  5257.) 

The  Committee,  therefore,  requests  that  ProPAC 
issue  a  report  listing  (1)  the  adjustments  that  have 
been  made  to  PPS  since  its  inception  (for  example 
changes  in  standardized  amount,  outlier  pool,  con- 
sideration of  part-time  labor);  and  (2)  the  amount 
of  increased  payments  (taking  inflation  into  ac- 
count) for  PPS  years  1-5  and  what  rural  hospitals 
would  have  received  if  these  adjustments  had  been 
in  place  from  the  system's  beginning. 

In  addition,  the  Committee  requests,  that  ProPAC 
in  its  1991  report  address  in  detail  the  impact  of 
less-than-average  patient  volume  on  overhead  costs 
and  reimbursement,  especially  on  small  hospitals. 
This  Committee  remains  concerned  that  the  PPS 
system,  which  is  based  on  averages,  inherently  is 
inappropriate  to  small-volume  hospitals. 

Given  the  history  of  inequitable  inpatient  pay- 
ments and  the  widespread  concern  over  new  sys- 
tems of  outpatient  payments,  the  Committee  finds 
it  is  necessary  to  investigate  whether  outpatient 
payment  systems  also  will  be  biased  against  smaller 
rural  providers.  The  Committee  requests  that 
ProPAC  in  its  1991  report  identify  all  potential 
outpatient  payment  biases  against  small  rural  hos- 
pitals, and  recommend  actions  to  correct  them. 

The  Committee  is  concerned  that  the  Federal 
Office  of  Rural  Health  Policy  lacks  essential  re- 
sources such  as  computer  capability  in  order  to 
fulfill  its  statutory  mandate  to  provide  impact  anal- 
yses of  proposed  Medicare  and  Medicaid  regula- 
tions. The  Committee  instructs  ProPAC  to  provide 
its  resources  to  the  Office  of  Rural  Health  Policy 
in  order  to  facilitate  these  analyses.  The  Commit- 
tee expects  The  Commission  to  provide  technical 
assistance  to  the  Office  of  Rural  Health  Policy. 

The  Committee  urges  ProPAC  to  continue  to 
study  the  use  of  nurse  practitioners  and  other 
non-physician  providers  in  alternative  settings  to 
acute  care  and  long-term  institutional  care. 
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